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Preface 


This book represents an attempt to integrate into the subject matter 
of “Public Finance” some of the major developments in government 
policy, economic theory, and business-cycle analysis which have taken 
place during the last twenty years. It tries to cover the traditional ground 
—expenditures, taxation, borrowing, state and local finance, fiscal 
policy—but without emphasizing the purely administrative aspects. This 
thought underlies the entire book, from the first chapter on Importance 
of Government Finance to the concluding chapter on Fiscal Policy and 
Income Fluctuations. An example of the departure from the usual em¬ 
phasis is in the treatment of property taxes. No attempt is made to pro¬ 
vide a comprehensive treatment of the difficulties involved in the adminis¬ 
tration of the property tax. The relative importance of property taxes in 
the general tax picture is indicated in Chapter 7, a discussion of incidence 
and economic effects is contained in Chapter 15, and the significance of 
the property tax in the financial picture of state and local governments is 
considered in Chapters 20 and 21. 

An effort is made to provide enough factual material to enable the 
reader to obtain an adequate perspective. Chapter 2 on Government 
Finance in the National Income considers the governmenteJ segment of 
national income statistics. The first chapters in each of the parts on ex¬ 
penditures, taxation, and borrowing present statistical data. These 
chapters are Chapter 3 on Trends in Government Expenditures, Chapter 
7 on Trends in Taxation, and Chapter 17 on Trends in Government 
Borrowing. The statistical data on state and local finance are given in 
Chapters 20 and 21. Descriptive material on various taxes is contained 
in the respective chapters. 

Numerous gaps and inadequacies have appeared during the course 
of this attempt to write a comprehensive treatise on Public Finance 
from a modern point of view. As a result, exploratory work has been 
necessary on several topics. This is true particularly of Chapter 4 on 
Government Expenditures and Consumer Spending and Chapter 5 on 
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Government Expenditures and Business Investment. Some of the 
material on the shifting of the tax on various types of income, including 
capital gains, is in the same category. The most extensive attempt along 
these lines is perhaps made in Chapter 23 on The Fiscal Impact on the 
National Income and Chapter 24 on Balanced and Unbalanced Budgets. 
Needless to say, numerous gaps and inadequacies still remain and the re¬ 
medial attempts made in this book may have fallen far short of the mark. 
For such an old subject, “Public Finance” is still surprisingly young. 

My greatest debt for a training in Public Finance proper is to Simeon 
E. Leland, formerly of the University of Chicago, with whom I have had 
the privilege of a close association both as a student and as a research 
assistant. His influence may be seen on every page of this book. For an 
invaluable introduction to Public Finance and, incidentally, to the sub¬ 
ject of National Income, I am also deeply indebted to Donald C. MacGre¬ 
gor of the University of Toronto. My debt to those whose influence I have 
felt as a result of courses in economic theory and business-cycle analysis 
is too great to acknowledge other than by name; Irene M. Biss, Vincent W. 
Bladen, V. F. Coe, and A. F. Wynne Plumptre at the University of 
Toronto; Howard S. Ellis, William Fellner, Robert A. Gordon, Oscar 
Lange, Abba P. Lenier, and Leo Rogin at the University of California; 
and Frank H. Knight and Jacob Viner at the University of Chicago. In a 
less formal association I have been greatly influenced by my former col¬ 
leagues at the University of Michigan, particularly Arthur Smithies. I 
also am glad of an opportunity to acknowledge my debt to the Social 
Science Research Council which enabled me to spend some time in New 
York, Cambridge, and Washington a few years ago and consult, all too 
briefly, with Edward Chamberlin, J. M. Clark, John Dunlop, Gottfried 
Haberler, Alvin Hansen, Seymour Harris, Simon Kuznets, F. C. Mills, 
W. C. Mitchell, Paul Samuelson, and Joseph Schumpeter. I have also 
benefited greatly from numerous discussions with my colleagues at the 
University of Buffalo, particularly Ralph C. Epstein, Claude E. Puffer, 
and John D. Sumner. 

I am indebted to Malcolm M. Davisson and Earl Rolph of the Univer¬ 
sity of California, who read some of the early pages and encouraged me 
greatly in the completion of the work. I am also indebted to Fritz Mach- 
lup of Johns Hopkins University, who read a large part of the matkiseript 
in an editorial capacity and made many valuable suggestions. I am simi¬ 
larly indebted to William Hamovitch of the University of Buffalo, who 
read the chapters on taxation, and to Richard Schmidt also of the Univer¬ 
sity of Buffalo who read the entire manuscript and helped put it through 
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the final stages of preparing it for publication. None of these should be 
considered responsible for the deficiencies of this book. 

I wish to acknowledge the contribution of iny secretary, Miss Mildred 
Phillips, who typed the major portion of the manuscript and exercised an 
inordinate degree of care throughout. 

The editors of the American Economic Review, the National Tax 
Journal, and the Canadian Journal of Economics and Political Science 
have kindly conscntiid to the use of some material of mine which had 
previously been published by them. Chapter 2 includes a note which ap¬ 
peared in the June 1939 issue of the American Economic Review and ex¬ 
cerpts from book reviews in the September 1943 and September 1944 
issues. Chapter 8 includes a note which appeared in the December 1938 
issue. Chapter 12 reproducers an article which appeared in the September 
1948 issue of the National Tax Journal. Chapter 23 and part of Chapter 
24 are derived from an article in tlie August 1912 issue of the Canadian 
Journal of Economics and Political Science, published by the University 
of Toronto Press. 

The writing of various stages of this book has extended over quite a 
number of years, some of which were broken up by travel. My wife has 
aided me in the preparation of the manuscript during this period. If it 
were not for her invaluable assistance under trying conditions this book 
could not have been written. 

Harold M. Somers 

Buffalo, New York 
December, 1948 
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Part I 

The Place of Government Finance in the 
Modern Economy 




Importance of Government Finance 


Government finance may be visualized as a powerful force which 
strikes the economy with considerable impact and spreads its effects 
through every sphere of production and consumption. It is difficult to 
visualize the magnitude of this impact. One method of approaching the 
problem is to follow through the points of contact of each instrument of 
government finance. A detailed consideration of these points of contact 
is the subject of this book as a whole. The present chapter merely makes 
some preliminary suggestions, in non-technical language, as to the extent 
of the impact which the government has on the economy tlirough its 
financial policies. 

Government Expenditures 

When the government spends money, it may merely be making an 
outright gift of funds or it may actually be purchasing goods or services. 
The mere gift of funds occurs in the case of direct relief. The repercus¬ 
sions are extensive. The recipient of the direct relief has purchasing power 
with which to pay his rent and to buy goods and services for his own 
and his family’s use. In this way the merchants and the landlords in the 
community will feel the effects of the government spending. Through the 
resulting orders that the merchants may place for goods, factories and 
wholesale establishments may experience some of the repercussions of 
these payments of direct relief. Employment throughout the country may 
therefore be affected. Imports of raw materials and even of finished 
products may be considered within the realm of possibility as repercus¬ 
sions of the type of government payment considered here. The people 
who receive the income thus created wdll spend part or all of it on goods 
and services, thereby stimulating employment and income in more and 
more sectors of the economy. 

The extent to which these various repercussions have a net effect on 
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the economy will always depend on the alternatives. Just what would 
have happened if the government had not made the direct relief pay¬ 
ments? Relatives and friends miglit have provided the funds with or 
without a curtailment of their own spending. Or private relief might 
have stepped in. Tlie probability that tlie recipients of direct relief would 
themselves hoard any large part of the money received is too small to 
be worthy of further consideration. The willingness of the government 
to make relief payments may possibly have a slight tightening effect on 
the labor market but if the payments are moderate and made in time of 
general depression the consequences in this direction may be considered 
negligible—and for humanitarian reasons would be ignored in any case. 

Where the government i)urchases the services of individuals, as in 
the case of hiring civil servants, the same type of effects will be felt as 
described above but the effect on the private labor market definitely 
cannot be ignored. Where the government is hiring stenographers, ac¬ 
countants, lawyers, or even economists, various private firms and insti¬ 
tutions will feel the effects. Of course the extent to wdiich they feel the 
effects will depend on the state of the labor market in the particular 
categories involved. In times when the labor supply is short it is not 
inconceivable that some firms or institutions will actually be placed in a 
very serious situation as a result of the government hiring policy. Cer¬ 
tainly at a time when workers are hard to find for priv^ate employment 
the hiring of a large number of stenographers has the effect of increasing 
the difficulty of private hiring and of raising the wages or improving the 
conditions of work at some cost. The same t^qie of influences may be 
considered in connection with any government hiring. 

Even where there is a plentiful labor supply the government’s effects 
cannot be ignored. The hiring of workers must have some supporting 
effect on the labor market and to some extent must raise the cost to 
employers. This is not to say that sudi improvement in labor conditions 
is undesirable, not even in good times. In some circumstances a timely 
support of the labor market may prevent a serious collapse of purchasing 
power. If the personnel hired w^ere previously unemployed or likely to 
be unemployed, then their employment at a reasonable income w'ould 
have the effect of increasing their purchases of goods and services. Then 
the subsequent effects would be similar to those outlined above in con¬ 
nection with relief payments. 

Government purchases of goods will also have thoroughgoing effects 
on the economy. If the government is undertaking a large public housing 
program, or is building a bridge, or is purchasing armaments, the dual 
4 
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effect of malting available purchasing power to the contractors and em¬ 
ployees, and of competing in the market for the purchase of materials 
and the hiring of workers, is felt simultaneously. The materials used for 
the government project might have been used for private projects. 
Whether they would have been so used, or even produced at all, would 
depend on the state of demand in private industry. The same is true of 
the labor used in the construction work or in the production of arma¬ 
ments. The demand for materials and finished products will involve a 
demand for transportation services. Moreover factories and distributors 
in various parts of the country will feel the effects. And so will employ- 
merit in various parts of the country. Similarly other parts of the world 
may feel the repercussions of the government housing project, for in¬ 
stance, through the demand for materials and finished products. 

There can be no doubt that there must be some degree or other of 
competition with private business for the same materials and labor. If 
there is a sharp depression in progress then, of course, that competition 
may be considered negligible in magnitude. It may be true, however, 
that a relatively small degree of competition with private enterprise 
under unfavorable conditions may have much more profound detri¬ 
mental effects than a much larger degree may have under more pros¬ 
perous conditions. This type of effect of government spending cannot be 
ignored but it should not I>e exaggerated. At the same time that the 
government acquires the goods and services in competition with private 
enterprise it does provide the funds which in turn constitute demand for 
the goods and services of private enterprise. The effects of this may be 
highly favorable, not only to private enterprise, in the narrow sense, but 
also to the general welfare. 

The point mentioned at the end of the last paragraph must be empha¬ 
sized in order to avoid the impression that the suggestions made above 
constitute a plausible argument against goverimient spending. Under 
depression conditions the detrimental effects of government competition 
for goods and lal>or may be negligible compared with the favorable 
effects. These favorable effects involve creating a demand for the goods, 
stimulating private enterprise directly thereby, and also stimulating 
private enterprise indirectly tlirough the demand for goods made pos¬ 
sible by the spending of the funds which are put in the hands of private 
individuals and firms. The effects of the spending might be traced through 
quite a number of separate stages and in fact may become a very techni¬ 
cal study. Quite apart from anything else the services supplied by the 
government may be so valuable that it might be desirable to continue 
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them regardless of the consequences in the directions indicated above. 
It must be remembered that this introduction to government expendi¬ 
tures is merely designed to familiarize the reader with the avenues that 
must be explored before it is possible to evaluate any particular expendi¬ 
ture project which is proposed in any specified set of circumstances. 

Taxation 

Taxation and other revenues derived by the government have equally 
profound effects on the economy. The funds which are turned over to 
the government by individuals might have been spent on consumption 
or might liave been used to buy securities. The funds taxed away from 
busiiK^ss firms might have been used to buy securities or might liave 
been used to purchase goods and services and thereby stimulate employ¬ 
ment. Once again the effects wdiich this transfer of funds may have will 
depend on the alternatives. What would the individuals have done wdth 
the money turned over to the government? What wwld the business 
firms have done? There is no assurance that either one would have spent 
the money or even loaned it. There is considerable possibility under con¬ 
ditions of general deflation that the money would not have been used 
at all. 

On the other hand, if prOwSperous conditions preA ail, if business expec¬ 
tations are favorable, if consumer confidence is high, the charu^vs are tliat 
the money which the government takes over in the form of taxation 
would have been used effectively by the individuals and the firms. Then 
the analysis becomes more complicated because it becomes a matter of 
comparing what is done with the tax money and what would have hap¬ 
pened had the money been left in the hands of the taxpayers. 

There is no denying the fact that for the individuals and firms who 
pay the taxes they do have important effects. They may affect individual 
decisions. They may readjust individual expenditures. They may alter 
savings programs. They may cause extravagance. They may promote 
economy. They may engender a feeling of distrust and disrespect for the 
government. They may, on the other liand, promote good citizenship 
and a keen interest in political events. Taxes w hich are currently in force 
at the federal, state, or local level have one or more of the effects men¬ 
tioned above. Excise taxes imposed on one or a selected group of com¬ 
modities cannot fail to cause a readjustment of consumer expenditures. 
Taxes such as the excess profits tax during the w^ar certainly had the 
effect of promoting extravagance since practically all of the income above 
a certain level would have been transferred to the government. Retail 
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sales taxes make the consumer acutely aware of the government and 
awaken his interest in political affairs. These are just a few examples of 
the way in which taxes may impinge on the activities of individuals and 
of businessmen. Other factors are usually of greater importance in indi¬ 
vidual or business decisions but that does not reduce the importance of 
considering the effects of the taxes themselves. 

At the very beginning, any attempt to carry on the analysis is 
stopped by a simple question: Who pays the taxes? Is it the person who 
remits the check to the government? In some cases, as in the employee’s 
share of the social security tax, the employer merely acts as collecting 
agent for the Treasury Department. What of excise taxes, sales taxes, 
and income taxes, to mention only a few? What arc the possibilities that 
a business firm which apparently pays these taxes can force someone else 
to pay them by raising prices or reducing wages, to refer only to some 
of the possibilities? It must be evident that the analysis of the effects 
of taxation is difficult and complicated and that taxes have profound, 
insidious, and subtle consequences. 

Government Borrowing 

Whenever the government borrows money it may make it more 
difficult for private individuals and business firms to borrow money. 
Borrowing from tJie banks may be considered first. It is assumed that 
borrowing directly from the Federal Reserve Banks is excluded. It is 
well known that the lending capacity of the banks is limited by law and 
by sound principles of management. When the banks are far below their 
reserve limit the money they loan to the goverinnent may not influence 
in any way their lending activities to private individuals. But if the 
banks are close to their reserve limit it may well be that money that 
they use to buy government securities could have been used to make 
loans to individujils and business firms. In that respect the govermnent 
borrowing activities would have a competitive effect. The government 
would be competing with private individuals and firms for the available 
supply of funds. This cannot fail to have a tendency to restrict credit. 
It would make funds more difficult to obtain or make the terms harder 
to meet. Under some conditions this may be desirable, as when there is 
the danger of a runaway inflation. Under other conditions it may be 
detrimental, namely where business firms are experiencing difficulties 
because they are not able to expand production sufficiently owing to an 
inability to obtain the funds. Similarly it may well be that the con¬ 
sumers’ durable industries are running into difficulties because con¬ 
sumers are finding it hard to obtain funds. 
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Individuals may have bought the government bonds with money 
which they might have loaned to private individuals or firms. By the 
govermnent making available attractive bonds, and by private savers 
buying such bonds, it may well be that indiv iduals and firms who might 
have had a useful purpose for the funds—and might have affected the 
level of employment and income favorably—will find the terms difficult 
to meet and they may be discouraged from their purpose. 

Corporations with idle funds may be induced to keep them idle 
because of the fact that the government provides a safe investment even 
though it is at a relatively low rate of interest. Thus the government 
bonds may have a dampening effect on private initiative. They may 
curtail the growth of the economy. There is always the temptation on 
the part of a corporation which has large liquid resources to become a 
rentier firm and live off the interest on investments instead of making 
expansions and seeking new sources of business profits. The availability 
of government securities cannot fail to encourage this attitude. 

There are a great many details that would have to be investigated 
before any conclusion could be drawn regarding the effects of any par¬ 
ticular level of government borrowing on individuals and business firms. 
For one thing there is a great variety of types of government securities 
and they do not necessarily compete in the same markets for money. 
The fact that the govermnent is borrowing on thirty-day bills may have 
no efl’ect whatever on an iiidividual who is interested in obtaining a 
twenty-year loan. 

Again it must be emphasized that the above considerations do not 
present a complete picture. The availability of government securities 
may provide a valuable stabilizing influence in ilie economy. Individuals 
are encouraged to save for their own security. Although excessive savings 
may have detrimental effects under some conditions, yet they may also 
have the effect of reducing the severity of any business fluctuations. The 
availability of accumulated savings tides over people who are tempo¬ 
rarily unemployed. The curtailment of buying which might otherwise 
take place when they are unemployed is thus avoided. Unemployment 
insurance benefits operate in a similar fashion. Under inflationary con¬ 
ditions, moreover, a curtailment of consumer spending may be precisely 
what is needed. 

The same considerations apply to business firms in a limited degree. 
If aU of a firm’s investments are in its own activities, a sharp reduction 
in such activities may result in bankruptcy. That is dangerous for the 
economy because bankruptcies are contagious. But if a firm has a back¬ 
log of investments in sound securities, such as United States Government 
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bonds, it will be able to tide over the period of temporary embarrass¬ 
ment. Thus it may avoid bankruptcy and the economy may thereby 
be less vulnerable to a recession. 

Government Lending 

The Federal Government has set up numerous lending agencies and 
their effects tend to offset some of the restrictive consequences of 
government borrowing. But their influence is probably greater in a 
positive way than is government borrowing in a negative way. Some of 
the government lending agencies are prepared to make or underwrite 
loans of the ordinary business variety. For instance, in connection with 
housing it is possible to obtain a government guarantee of a mortgage. 
On the borrowing side, the government may issue twenty-year bonds and 
t hereby absorb funds, but it is possible that the people who are willing to 
buy such bonds would not have been willing to risk their money in 
mortgages in any case. Similarly the government lending agencies may 
be willing to make loans for relatively risky business purposes. But the 
nioru^y that the government borrow^s might not have been available for 
risky investments at all. 

Thus we cannot assume that government lending is an offset to 
government borrowing dollar for dollar. Tlie detailed nature of the loans 
must be examined to see just what effects may be felt. Does the govern¬ 
mental lending agency provide funds which could have been obtained 
just as readily from banks and financial institutions? If so, the govern¬ 
ment is in direct competition with such institutions and is making no 
substantial net contribution to consumption or investment and is not 
materially improving the welfare of any individual. On the other hand, 
if the govermnent is providing loans which would not otherwise be avail¬ 
able from private sources then the government lending does have the 
effect of making more readily available funds for specific purposes and 
thereby of stimulating certain activities which might otherwise be dor¬ 
mant. Whether the loan involves underwriting a mortgage, financing the 
purchase of surplus w^ar goods or a veteran’s investment in business, it is 
impossible to resist the presumption that the govermnent lending has 
had an important effect on individuals or firms in the economy. Employ¬ 
ment might he stimulated, individual security might be promoted, serv¬ 
ices might be provided which would otherwise not exist, prices may be 
reduced because of increased competition. These are only a few of the 
many very imi>ortant consequences of government lending. There can be 
no doubt that the analysis of these effects has become an integral part of 
the study of government finance. 
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Debt Repayment 

The repayment of government debt may seem to be a very mundane 
procedure and almost automatic. Nevertheless, it does have considerable 
influence in particular segments of the economy. It releases funds which 
can then go into the purchase of corporate bonds or other securities. It 
may stimulate expenditures on the part of the individuals or the firms 
which receive the money. The consequences of these possible actions are 
similar to those in connection with the activities described above. Many 
individuals may be affected by the debt repayment policies of the govern¬ 
ment even though only a few individuals may be the direct recipients of 
funds from the government. 

The question of refunding may be considered here. Strictly speaking, 
refunding involves the issuance of bonds and therefore may be considered 
an aspect of borrowing. When the government refunds it frequently 
means that it has decided not to repay the debt. At times it refunds at a 
lower rate of interest. 

This in itself' may have a disrupting influence on the money and 
capital market. It may force the latter into lower interest rates as well. 
The resulting effects on the availability of funds and the value of assets 
might materially influence the willingness to make private investments. 
The effects of this may be traced through many parts of the economy 
and thus the government decision regarding refunding may have broad 
ramifications. Although there is no doubt that the govenunent will re¬ 
deem any particular bond issued, it can and does decide whether and to 
what extent it will repay the debt—that is, reduce the aggregate amount 
of debt outstanding—from year to year. In tliis way debt repayment is a 
part of govermnent policy. 


Conclusions 

A full appreciation of the importance of government finance requires a 
detailed study of the effects of each of the aspects of the government’s 
financial operations. Some of the avenues of analysis are explored in this 
book. The foregoing sketch must be considered extremely tentative and 
merely suggestive of the type of consequences that are pertinent. But 
even on the basis of so sketchy an analysis, the fact that the government 
touches on the individuals’ and business firms’ life in a great many ways, 
both directly and indirectly, both immediately and ultimately, cannot 
be denied. If nothing else, the government may provide us with money 
which we may not otherwise have, or deprive us of money which we 
10 
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would otherwise have. But more subtly than that the prices which we 
face when we buy goods and services, the interest rates which we pay 
when we want to borrow money, may show the effects of the govern¬ 
ment’s financial operations. Moreover, the prices which the businessman 
can receive and the interest rates which the banks may be able to obtain 
will likewise be under the same influence. 

A little reflection will be sufficient to convince the reader of the pro¬ 
found and permeating and almost frightening all-pervasive impact of 
government finance on individuals and business firms. They may not be 
aware of the government’s influence. That is because some of the major 
eflects may be felt through prices and interest rates rather than through 
actual government checks made out for specified amounts or government 
tax assessments for a given figure. Individuals and businessmen may 
think that they are making their decisions independently of fiscal policies 
but those policies set the conditions under which the decisions are made. 
And in some cases they directly influence and even determine the de¬ 
cisions. Tlie government sets the stage and even writes some of the lines. 
Subject to the restrictions thus imposed the actors are perfectly free to 
do as they please! 
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The necessities of war, the problems of postwar readjustment, and 
the prevailing concern with long-term prosperity have emphasized the 
importance of estimates of the national income. As an over-all indicator 
of economic activity national income has no equal, and its components 
cover every detailed aspect of the economic system. Data on national 
income have become the basis for newspaper headlines and the concern 
of the highest government officials. National income estimates have be¬ 
come every-day tools in framing government policies and gauging its 
effects. In the fullest sense, “national income” has becon\e public 
property. The treatment of government finance in estimating national 
income has likewise become an important subject. The multi-headed 
task of balancing the budget, doing financial justice to veterans, re¬ 
ducing taxes, and paying olf the debt while at the same time maintaining 
a high level of employment and income has begun to vie with the waiather 
as a topic for street-corner conversation. An acquaintance with the con¬ 
cept of national income and of the relation between it and government 
finance has thus become essential to an understanding of current events. 

The serious student of government finance must have a working 
knowledge of national income estimates and of the way in which govern¬ 
ment finance is taken into account in those estimates. This chapter is 
confined to the narrow task of providing just such a working knowledge. 
Later chapters deal with the broader subject of the effects which the 
government’s financial operations have on the national income and its 
components. 

National Income 

Wages, rent, interest, and profits are the traditional shares in the 
distribution of income. Add them up and you have the national income. 
It is as simple as that. Yet estimating the national income is an extremely 
complicated task. Wherein lies the difficulty? 
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The following is a typical break-down of the national income as the 
sum of the distributive shares. This will serve as a starting point in dis¬ 
cussing some of the difficulties of income estimation, especially as they 
relate to fiscal activities. 

Table 1 

National Income by Distributive Shares: 194-8* 


{Billions) 


Compensation of (employees. 

Wages and salaries. $128.8 

Private. $111.1 

Military. 3.5 

GovfTJirnent civilian. 14.2 

Supplements to wages and .salaries. 4.9 

Proprietors’ and r<^ntal income. 

Business and professional. 25.0 

Farm. 18 0 

Rental income of persons. 7.6 

Corporate profits and inventory valuation 

udjustiiK'nt. 

CorjKjrate profits before tax. 31.4 

(iorp<»rat(‘-profitvS lav liability.. 12.2 

Corporate profits after tax. 19.2 

Inventory valuation adjustiiient. —5.2 

Net interest. 


N;\TIONAL INCOME 


$133.7 


50.6 


26.2 


4.6 

siisTi 


* Estimafed annual rate* in first quarlnr after seasonal adjustment. 

S<.»urco: Survey of CUirrent Business, .\ugu8t, p. 5 [with arbitrary rounding in 

some coses]. 

This seems straightforward enough. There are, however, many prob¬ 
lems involvfHl in obtaining the required data in proper form. The item 
“proprietors’ and rental income,” for instance, is really a hodgepodge of 
all the distributive shares. It includes elements of imputcid wages, im¬ 
puted rent, and imputed interest as well as profits because the proprietors 
may provide laboj* service, own the property, and provide the capital. 
This does not alter the total, but it makes impossible a division into the 
traditional shares of distribution. There are many problems of estimation 
which also introduce lajgc percentage errors into the total and throw 
doubt on its meaning and usefulness. The profits figure depends on many 
arbitrary decisions regarding depreciation of fixed assets and valuation 
of inventory and other current assets, to mention only a few items. The 
wages item includes only wages actually accrued. Wages paid to a do- 
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mestic servant for services rendered will be included in the national in¬ 
come figure (if such data are available) but if the husband or wife performs 
the same services there would be no corresponding item in the national 
income. These are only a few of many possible examples of the difficulties 
of income estimation but they should be sufficient to indicate the com¬ 
plexity of the problem. 

It is partly for reasons such as this that independent estimates of 
national income are made on a different basis, namely in terms of output. 
There is also some disadvantage in confining the national income to the 
sum of the distributive shares. Modern business-cycle theory runs in 
terms of broad commodity groupings like “consumption” or “invest¬ 
ment” just as much as it does in terms of over-all amounts of wages, 
rent, interest, and profits. 

National Income = Net National Output 

The transition to commodity groups can be made readily because the 
aggregate of the distributive shares equals “the net value of all economic 
goods produced by the nation,”^ which is the definition of national in¬ 
come. This equivalence of income and output requires a few w^ords of 
explanation. An example may be useful. 

Suppose that an automobile sells for $1000. Part of this thousand 
dollars will go for, or has already gone for, wages, rent, and interest. 
Part of this amount will represent profits, taxes, and depreciation. Part 
will be paid to other sellers of materials, goods, and services. The amounts 
they receive may in turn be broken down into similar groups. Ultimately 
the selling value of all goods may be broken down into these categories. 
Thus the total of goods and services produced is equal to the total of the 
distributive shares plus depreciation and operating taxes. Net income 
measured by output is the total of goods and services produced, less the 
sum of depreciation (and similar allowances) and operating taxes. 

The computation of the total goods and services, usually known as 
the “gross national product,” is a subject in itself, and is discussed in a 
later section of this chapter. Before w^e lose sight of the national income 
we must consider two special problems which are encountered in the 
treatment of government finance: transfer payments and tax revenues. 

Governmeivt Transfer Payments 

How should government pensions, direct relief, and such payments 
be handled? Should they be considered part of the national income just 

1 Simon Kuznets, National Income and Its Composition^ 1919-1938^ Vol. I, p. 3. 
(New York; National Bureau of Economic Research, 1941). 
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as salaries to civil servants are? Income estimators do not treat these 
items like salaries but rather like mere transfers of income. They are not 
additions to income because they do not add to the current output of 
goods or services. Work relief payments are, however, considered part 
of income because they are felt to be payments for services rendered. 
Whether government or society receives full value for the funds expiended 
does not enter into it. The money paid is considered the measure of 
the value of the services. There may be a considerable amount of “leaf- 
raking,” but then is there nothing comparable to that in private 
employment? 


Taxes as a Share in DiSTRmuTioN 

Taxes involve a major theoretical question. It has been suggested 
that government be considered a factor of production with taxes as its 
share in distribution. The Physiocrats favored this treatment of taxes 
{ind Francis Walker and Stanley Jevons concurred. This view of taxes, 
it is claimed, would “make for a better appreciation of the part which 
govermuent plays in the economic system and a more intelligent attitude 
toward taxes.”^ 

Commendable as this aim may be, there are compelling reasons why 
the suggestion is impracticable.^ The first of these has to do with the 
(juestion: Why ar ' tax(‘s paid? Vre they payments for government serv¬ 
ices in the same way as wages are payments for labor? Certainly not all 
taxes could validly be included as the share in distribution going to the 
goveriuncnt for services rendered in production. Tax revenues may serve 
purposes other than, and sometimes even opposed to, the promotion of 
production. To follow this line of reasoning, taxes would have to be 
divided according to their purpose or rather the purpose of the expendi¬ 
tures which they finance. Those taxes which are used to promote pro¬ 
duction (even indirectly, as through national defense) would have to be 
segregated from those which serve other purposes such as merely the 
redistribution of income. 

This would be difficult for a number of reasons: most taxes serve more 
than one purpose, hence it would not be easy to find a solution through a 
segregation of individual taxes; governmental expenditures are financed 
otily partly out of tax revenues, hence it would be incorrect to consider the 

* Max J. Wasserman, ‘'Taxes as a Share in Distribution,” American Economic 
Review^ Vol. 28, March, 1938, pp. 103-105. 

* Harold M. Somers, “Taxes as a Share in Distribution,” American Economic Re- 
view, Vol. 29, June, 1939, p. 349. The reader is also urged to refer to Carl Shoup, 
“The Government Sector,” Chapter 7 in his Principles of National Income Analysis 
(New York: Houghton Mifflin Company, 1947). 
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purposes served by expenditures as a whole as an indication of the pur¬ 
poses served by taxes as a whole; and even redistributive taxation may 
have secondary effects favorable to production in so far as business 
expectations are improved. This may be through an increased propensity 
to consume^ or through a diminished danger of political changes inimical 
to private enterprise. 

Put in another way, to include business taxes as a share in distribu¬ 
tion for services rendered by the government in production would require 
the assumption that such taxes are based on the benefit principle alone. 
Since ability-to-pay and administrative expediency are at least equally 
important in actual tax policy the major justification for treating taxes 
as a share in distribution disappears. Business taxes cannot be considered 
payments for productive services required and rendered in the same way 
as can wages, rent, and interest. 

Taxes could still be listed as a separate share in distribution without 
double-counting by deducting it from the other shares. All taxes, wlH‘ther 
direct or indirect, whose incidence is on wages, rent, interest, or profits 
could be removed from these shares and the aggregate of such taxt?s listed 
as a separate share. This would be easy enough in the case of dire<‘t taxes 
paid out of these income shares. Indirect taxes would be harder to allo¬ 
cate to each income share. There is no difficulty in obtaining or estimating 
the total tax figure to be used as the new share in distribulion. The diffi¬ 
culty lies in deriving the correct figure net of taxes for each of the other 
income shares. Especially when tax shifting is taken into account does 
this become an imponderable problem. Since there would be no under¬ 
lying reason for attempting the separation except to show taxes as a 
separate item, it does not seem wwth while to distort the other shares 
on that account. 


Personal vs. Business T.vxes® 

For reasons such as the above, taxes are not listed as a separate share 
in distribution in most estimates of the national income.® Yet taxes are 


^ As suggested, for instance, in J. M, Keynes, The General Theory of Employment, 
Interest and Money (New York: Harcourt, Brace & Co., 1936), p. 373, and Nicholas 
Kaldor, “Stability and Full Employment,*’ Economic Journal, Vol. 48, December, 
1938, especially pp. 650, 657. 

®This topic is discussed more fuUy in the writer’s review of several works on 
national income in the American Economic Review, Vol. 33, September, 1943, pp. 677- 
84 and Vol. 34, September, 1944, pp. 578-82. 

•See Josiah Stamp, The National Capital and Other Statistical Studies, “Methods 
Used in Different Countries for Estimating National Income,” Chapter 3, pp. 73 ff. 
London; P. S. King & Son, Ltd., 1937. 
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involved in national income estimates whether listed as a separate share 
or not. Taxes are paid out of the income shares and the question arises 
whether to list these shares gross or net of taxes. 

The practice of the Department of Commerce in estimating income 
in the United States calls for listing all shares gross of income taxes. 
Until recently there was one exception: corporate net income was listed 
after taxes. Plausible reasons were advanced for this differential treat¬ 
ment but the present practice of the Department of Commerce is to list 
corporate profits before income taxes just like other income shares.^ In 
support of the earlier procedure it was claimed that business taxes should 
be deducted just like other business expenses as payments for services 
rendered in production. Taxes paid by individuals, however, were not 
deducted because, as Kuznets points out, it is assumed “that the value 
of govermnent services to individuals is equivalent to the amount of 
taxes which they pay and should tlius be treated in the same fashion as 
the individuals’ expenses on food, clothing and shelter.” He adds, “This 
assumption may not- be strictly true; and the resulting free income or 
losses to individuals (flowing from the business system via the govern¬ 
ment) should be included in national income,”® 

In justifying his treatment of taxes as payments for government 
services, Kuznets suggests a novel theory of tax shifting: “Taxes are 
payments to governmental agencies for them services; and when they 
are notably higher tlian the cost of specific govermnental services given 
in return, enterprises that produce goods like tobacco, liquor, and gasoline 
include them in the price of the goods, and their net income is usually not 
affected.”^ Kuznets makes the criterion of shiftability whether the tax is 
higher than the cost of specific governmental services given in return. 
This is an unacceptable oversimplification of the shifting process—at 
least in the light of modern tax shifting theory which relies so heavily 
on degree of competition, elasticity of demand, and other factors, as indi¬ 
cated in a later chapter of this book. 


^ For the earlier practirc see Simon Kuznets, “National Income,” Encyclopaedia 
of the Social Sciences, Vol. XI (New York: The Macmillan Company, 1933), pp. 205- 
24. Reprinted in Readings in the Theory of Income Dislribufion (Philadelphia: The 
Blakistoii Company, 1946). See esp. p. 15. For the present practice see National 
Income and PrtHlact Siaiisiici: of the United States, 1929-46. Supplement to Survey of 
Current Business, July, 1947. 

* Simon Kuznets, loc, ciL 

® Kuznets, National Income and Its Composition, 1919-1938 (New York: National 
Bureau of Economic Research, 1941), Vol. II, p. 426. 
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Extraordinary Increase in Business Taxes 

A review of the treatment of the extraordinary wartime increase in 
business taxes may help to clarify the above discussion of the treatment 
of business taxes as a whole. The Department of Commerce has until 
recently considered the profits component of the national income to be 
net of all business taxes. Kuznets, however, would make the wartime 
estimates of national income net of the peacetime level of business taxes 
alone.The profits share would then read “profits (after peacetime 
average of taxes)” instead of “profits (after taxes).” The profits com¬ 
ponent of the national income as a whole would be higher under the 
Kuznets procedure than under the former procedure of the Deparlrm^nt 
of Commerce. 

The rationale of Kuznets’ treatment of extraordinary business taxes 
lies in his attitude toward business taxes as a whole. He considers the 
ordinary level of business taxes to be a payment for the services rendered 
by government to business, and thus comparable to other business ex¬ 
penses. This is the so-called “payment-price” basis for valuing govern¬ 
mental services. “ It implies exclusive reliance on the benefit theory of 
taxation. 

If the justification for deducting business taxes lies in considering 
these taxes as expenses incurred for services rendered, Kuznets’ treat¬ 
ment of extraordinary taxes follows logically, luxlraordinary taxes whic h 
obviously exceed any direct service that might be reiiderc^d by the 
government should not be treated like expenses and should not be de¬ 
ducted from profits in computing the national income. Those extra¬ 
ordinary taxes are payments out of income rather than expenses incurred 
in earning income. 

Relation Between National Income and Personal Income 

A closely related statistical measure known as “Personal Income” 
has been devised by the Department of Commerce. It is available on a 
monthly basis and is widely used. This measure is confined to actual pay¬ 
ments, thus business savings are excluded. On the other hand, mere 
transfers of income, such as relief payments are included. The relation 
between national income and personal income is self-evident from the 
following table: 

Kuznets, National ProducU War and Prewar, p. 2n. 

Kuznets, National Income and Its Composition, 1919-1938, Vol. I, pp. 31-34. 
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Table 2 

National Income and Personal Income: 1948* 


{Billions) 

NATIONAL INCOME. 



$215.1 

Less: Corporate profits and inventory valuation 

adjustment. 

Contributions for social insurance. 

, $26.2 
5.0 



Excess of wage accruals over disbursements... . 

0 



Total deductions. 


. $31.2 


Plus: Government transfer payments. 

Net income paid by government. 

Dividends. . 

Business transfer payments. 

. $10.9 
4.6 
7.3 
.6 



Total additions. . 


$23.4 


Net deduction. 


$ 7.8 


PERSONAL INCOME. 



$207.3 

* Eatinjalod annual rat« in first quarter after seasonal adjustment. 
Source; Survey 0 / Current liusiness, August, 1948, p. 5. 




Dispos. J3LE Income and Saving of Individuals 


Another income concept which is extremely useful in considering the 
effects of government finance on national income is that of “disposable 
personal income.” This is an important item in dealing with problems of 


inflation, deflation, and business fluctuations generally. It is derived by 
deducting taxes paid directly by individuals from personal income. The 
remainder is available for expenditures or savings. 

It should be remembered that the “consumer expenditures” item 
represents what actually was spent and the “net savings” item repre¬ 
sents what actually was saved by individuals. The savings item does not 
have causal significance for the current year: it is a resultant of numerous 
forces, including prices of consumers’ goods among many others. The 
individuals may have intended to save more but price increases may have 
fojrced their expenditures up to a greater figure than originally planned. 
In order to avoid misunderstanding and misuse of these figures it is im¬ 
portant to distinguish between intended and realized sa\nngs.^* The 

See Bertil Ohlin, ‘‘Some Notes on the Stockholm Theory of Savings and Invest¬ 
ment,’* Economic Journal, Vol. 47, March, 1937, pp. 53-69 and June, 1937, pp. 221— 
40. Reprinted in Readings in Business Cycle Theory (Philadelphia: The Blakiston 
Company, 1944), pp. 87-130. See especially p. 101. 
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Table 3 

Disposable Income and Saving of Individuals: 1948^ 


(Billions) 

Personal income. $207.3 

Less: Personal tax and nontax payments. 23.6 

Federal. $21.5 

State and l(x:al... 2.1 


Equals: DISPOSABLE PERSONAL INCOME 183.7 

Ia5ss: Personal consumption expenditures. 172.0 


Equals: PERSONAL SAVING. 


^117 


* Estimated annual rate in first quarter after seasonal adjustment. 
Source: Survey of Currerd Business, August, 1948, p. 5. 


statistics give the realized savings after all the causal factors have 
worked themselves out. 

Governinient’s Contribution to the Income Shares 

If taxes are not to be listed as a separate share in distribution, what 
place in the national income does govermneiit hold when national income 
is estimated by summing the income shares? The government pays out 
or credits wages, rent, and interest like any enterprise. These payments 
or credits are included in the respective income categories when making 
income estimates (except that government interest paid to corporations 
is excluded from the interest category). In so far as it pays out lump 
sums for the products or services which it buys, then the seller of the 
products or services, in turn, pays out or credits the income shares. The 
same is true of any enterprise wdiich buys goods or services from another 
enterprise. Payments for other than goods and services are transfer pay¬ 
ments and are not included in the national income. 

When national income is conceived of as the sum of the distributive 
shares, no special treatment need therefore be accorded government. Its 
payment or credits for goods and services are treated like the payments 
or credits of any enterprise and are broken down into the usual distribu¬ 
tive shares. 


Gross National Expenditure 


In an earlier section of this chapter it was mentioned that the total 
output of goods and services, known as the gross national product or 
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expenditure, is a first step in determining the net national output. The 
precise value of the “total output of goods and services” is not easy to 
determine. Double-counting must be avoided. In the example used pre¬ 
viously, assume that the steel in the automobile costs $200. If this were 
added to the $1000 automobile, the total, $1200, would give an exagger¬ 
ated notion of the total output. The value of “intermediate” goods (i.e., 
goods used up in production) must, therefore, be eliminated in obtaining 
the total. 


Table 4 

Ghoss National Product or Expenditure: 1948* 


Governriicnt purchases of goods and serv ices. 

Federal. $17.3 

Less: Government sales. 1.3 


16.0 

13.4 


State and local. 

Gross private domestic investment. 

New construction. $14.3 

Residential nonfarin. $7.0 

Other. 7.3 

Producers’ durable equipment. 19.6 

Change in biLsiness inventories, total. 4.6 

Nonfarm only. 5.1 

Net foreign investment. 

Personal consumption expenditures. 

Durable goods. 21.4 

Nondurable goods. 101.0 

Services. 49.6 

GROSS NATIONAL PRODUCT OR 
EXPENDITURE. 


$29.4 


38.5 


3.9 

172.0 


$213.8 


1 


* Estimated annual rate in first qtiarter after seasonal adjustment. 
Sourcje: Survey of Currenl Business^ August. 1948, p. 5. 


Another point to consider in obtaining the total is that all goods and 
services produced are bought by someone—either consumers, business, 
or the govermnent. Services performed by government employees are 
considered to have been bought by the government. Goods produced by 
business and held for productive purposes, such as plant, machinery, 
equipment, and inventories, are considered to have been bought by 
businessmen as part of their investment. 
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The aggregate expenditure or output, net of expenditures on “inter¬ 
mediate” goods, is shown in Table 4. The aggregate expenditure is 
broken into four parts: government purchases, domestic investment, 
foreign investment, and consumption expenditures. 

Relation Between National Income and Gross National 

Expenditure 

The Gross National Expenditure or Product may be built up from 
the national income by a few simple additions. In the example of the 
automobile it was seen that, except for operating taxes and depreciation 
(and similai) allowances, tlie full value of the automobile became wages, 
rent, interest, or profits and thus became part of the national income. 
The addition of these allowances and taxes to the national income as a 
whole therefore yields the total value of products and services, i.e., the 
Gross National Product or Expenditure after a few additional adjust¬ 
ments of a minor nature. 

Government’s Contribution to the Nation.ul Expenditure 

In the description given above the total amount of government 
expenditures (excluding transfer payments and govermnent interest paid 
to corporations) is added to consumer spending and investment ex^pendi- 
tures. A fuller picture of tlie govermnent impact may be obtaint?d by 
including government transfer payments in the expenditure figure. Either 
way it is possible to obtain a comprehensive notion of the initial contribu¬ 
tion which the government makes to the demand for goods and services. 
A special arrangement of national income and expenditure items known 
as the Nation 8 Economic Budget is especially valuable for this purpose. 
It is used in the President’s Economic Reports. 

Objection has been raised to the inclusion of government expendi¬ 
tures in their entirety (with or without transfer payments) in the gross 
national product. According to this objection, advanced by Kuznets, 
some of the government expenditures are for the provision of services 
which are an intermediate rather than a final product.^^ They are pro¬ 
vided for the convenience of business which uses them in production 
just as the automobile producer uses the steel he buys. The magnitude 
of such government services may be measured by the peacetime level of 
corporate taxes, as was pointed out earlier m this chapter. Kuznets would 
not include the whole of govermnent expenditures in the gross national 


This point runs through the various works by Kuznets cited above. 
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product but rather government expenditures reduced by the peacetime 
level of corporate taxes. Kuznets* gross national product would then be 
somewhat less than the estimate of the Department of Commerce even 
under the former procedure whereby corporate income was listed net of 
taxes. The merits of this procedure depend on the merits of the policy 
of treating ordinai’y business taxes as payments for governmental service? 
rendered in production. This was discussed above. 

Conclusions 

The financial activities of the government must be reflected ade¬ 
quately in national income estimates if the latter arc to be useful in 
dealing with some of the major questions of the day. This does not 
mean, however, that arbitrary categories must be set up to make room 
for the govermnent. The traditional income shares—wages, rent, interest, 
and profits—need not be violated even though inadequacies in statistical 
sources make it impossible to state all of these shares separately. It has 
been customary until recently to include corporate profits net of taxes 
on the theory that such taxes are payments for “intermediate products,” 
namely governmental services. There have been some differences of 
opinion as to whether all or only part of such taxes should have been 
deducted. Aside from this, governmental expenditures find their way 
into the traditional shares in the same way as any other expenditures do. 

When a transition is made from national income to gross national 
income, or product, or expenditure, depreciation allowances are included 
of course. But just what change should be made in the place given to 
government finance is controversial. The Department of Commerce in¬ 
cludes corporate taxes in gross national expenditure (and now also in 
national income); Kuznets includes only any extraordinary increase in 
corporate taxes. The difference aris^ partly from a difference in the con¬ 
ception of the role of business taxes. Can they be regarded as payments 
for governmental services useful for production? If so, Kuznets’ treat¬ 
ment of them is appropriate. Otherwise, the alternative approach seems 
preferable. It is not nec.essary to resolve the issue as long as the difference 
is recognized and allowed for whenever national income statistics are used. 
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Part II 

Government Expenditures 




— 3 


Trends in Government Expenditures 


There has been a persistent increase in the scope of government ex¬ 
penditures during the past few hundred years. The traditional functions 
of government assuring the safety of its people through police and de¬ 
fense activities and providing minimum services essential for public wel¬ 
fare have long since given way to a much broader view of the place of 
govenunont. It is true that fundamental differences of opinion still exist 
regarding the de.gree to wliicli governments should influence the level of 
business activity and employment. But the expansion of public health 
services, the provision of relief, the assurance of high standards of edu¬ 
cation, are indicators of the never attitude toward governmental activi¬ 
ties. The government would still step in only where business enterprise 
does not care to tread. But since there are many such opportunities, even 
the government spender who is extremely careful not to impinge on 
private enterprise has a plentiful scope for his activities. 

Structure of Government Expenditures^ 

A glance at the governmental expenditures in any recent year will 
show how extensive is their coverage. It is difficult to obtain up-to-date 
information on total government expenditures because of the lag in re¬ 
porting local data. Expenditures of all governmental units in the United 
States totaled $104 billion in 1944. The w ar expenditures by the Federal 


^ The factual data in this section are derived mainly from “Total Government 
Exfjenditiires in 1914,’* Tax Policy, Vol. 13, June, 1946, pp. 3-5; and “Total Govern¬ 
mental Kvx>enditures in 1915 end 1946,** Tax Policy, Vol. 14, September, 1947, pp. 3r-6. 
(Nfew York ; Tax Inst it uU^), 

The figures for 1944 include 1943 accounting statistics and 1942 data for smaller 
units of government. Because of the relative stability of local government expendi¬ 
tures, it is expected that this expedient for these years probably does not result in 
any substantial error. The figures for 1946 include local data for 1945. 
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Government amounted to $87 billion, leaving approximately $17 billion 
for other activities. In 1946, total governmental expenditures were $73 
billion; $45 billion war and $28 billion non-war expenditures. Needless to 
say, this year of intense war activity cannot be considered typical. The 
dividing line between war and non-war federal expenditures is, moreover, 
very arbitrary and the Treasury classification is used in the following 
figures. For this purpose “war activities” include substantial amounts 
of expenditures for housing, public health, public roads, education, and 
various activities of the Department of Interior. Expenditures on account 
of veterans are, however, considered to be “non-war” spending. 

Relatre Importance of Federal, State, and Local 
Expenditures 

The expenditures of the separate levels of government in 1946 are 
indicated in Table 5. In this table it can be seen that the state and 


Table 5 

Non-WAR Government Expenditures: 1946* 



Billions 

Federal Government. . 

$18.6 


6.2 

Local governments. 

6.5 


$31.3 

Less expenditures duplicated as result of federal and stRtc aid. 

3.3 

TOTAL NON-WAR EXPENDITURES. 

$28.0 


♦ “Total Governmental Expenditures in 1945 and 1946,*’ Tax Policy, Vol. 14, 
September, 1947, p. 3. 


local governments formed by no means a minor part of the total. To¬ 
gether they approximated two-fifths. This is very important in consider¬ 
ing the efficacy of any spending policy undertaken by the Federal 
Government. 

Government Expenditures by Functions 

The major single item of government expenditures in 1946 was for 
war and defense. Next in importance were veterans affairs, interest pay¬ 
ments, and educational activities. An indication of the scope of govern¬ 
mental expenditures is given in Table 6. This shows how far government 
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Tabic 6 

Government Expenditures by Functions: 1946* 
(Including Capital Outlay and Interest) 


Function 

Billions 

Proloclivo 


War and Defense Activities. 

$45.1 

Veterans Administration. 

4.4 

Police^ Militia 1 

0.8 

I^ire j 

Correction. 

0.2 

Health. 

0.2 

Cultural 

Education. 

2 6 

Libraries. 

0.1 

Parks and Museums. 

0.1 

Welfare 


Relief and General Welfare. 

13 

nosj)itals and Other Institutions. 

0.7 

S<K’ial Security. 

i 0.5 


Public Works 


Highways. 

1.3 

Sanitatuin. 

0.2 

Other. 

0.1 

Miscellaneous 

Natural Resources. 

0 3 

Other. 

10.0 

Interest. ... . 

5.1 

TOTAL 

$73.0 


* “Toinl Goveriinirnlal Expeixlitures in 1945 and 1910,” Tax Policy^ 
Yul. 11, SepU'inbnr, 1947, p. 6. 


has come from merely providing minimum essential services for its 
citizens. 


Growth of Federal Expenditures 

The growth of federal expenditures, for which data are available back 
to 1789, epitomizes the trend. The statistics are given in Table 7 for 
every tenth year to 1940 and annually thereafter. It is interesting to note 
that immediately prior to the First World War federal expenditures were 
less than a billion dollars, ranging in the neighborhood of % or of a 
billion dollars. Following the war they fluctuated around a $3 billion 
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Table 7 


Growth op FEDBRAii Expenditures, 1789-1949* 
(Miluons op Dollars) 


Year 

War DepL\ 

Navy Dept, 

Interest 
on the 
Public 
Debt 

All Other 

Totalt 

1789-91. 

% 0.6 

% § 

$ 2.3 

$ 1.3 

$ 4.2 

1800. 

2.6 

3.4 

3.4 

1.4 

10.8 

1810. 

2.3 

1.7 

2.8 

1.4 

8.2 

1820. 

2.6 

4.4 

5.1 

6.1 

18.2 

1830. 

4.8 

3.2 1 

1.9 

5.2 

15.1 

1840. 

7.1 

6.1 ! 

0.2 

10.9 

24.3 

1850. 

9.4 

7.9 

3.8 

18.5 

39.6 

1860. 

16.4 

11.5 

3.2 

32.0 

63.1 

1870. 

57.7 

21.8 

129.2 

101.0 

309.7 

1880. 

38.1 

13.5 

95.8 

120.2 

267.6 

1890. 

44.6 

22,0 

36.1 

215.4 

318.1 

1900. 

134.8 

56.0 

40.2 

290.0 

521.0 

1910. 

189.8 

123.2 

21.3 

359.3 

693.6 

1920. 

1,622.0 

736.0 

1,020.3 

3,025.1 

6,403.4 

1930. 

464.9 

374.2 

659.3 

1,941.9 

3,440.3 

1940. 

907.2 

891.5 

1,040.9 

6,158.6 

8,998.2 

1941. 

3,938.9 

2,313.1 

1,110.7 

5,347.9 

12,710.6 

1942. 

14,325.5 

8,579.6 

1,260.1 

8,231.4 

32,396.6 

1943. 

42,525.6 

20,888.3 

1,808.2 

12,956.8 

78,178.9 

1944. 

49,438.3 

26,537.6 

2,609.0 

15,158 6 

93,743.5 

1945. 

50,490.1 

30,047.2 

3,616.7 

16,250.7 

100,104.7 

1946. 

27,986.8 

15,160.8 

4,722.0 

15,844.5 

63,714.1 

1947 . 

9,043.2 

5,575.2 

4,957.9 

22,928.7 

42,505.0 

1948. 

6,207.0 

4,171.0 

5,211.0 

23,737.0 

39,326 0 

1949(Est.). 

6,.307.0 

4,155.0 

5,250.0 

23,957.0 

39,669.0 


* Fiscal years. The data throiif^h 1947 are derived from Annual Hrpnrt of the Secretary of the Treas¬ 
ury, 1946 and 1947. The data for 1948 and 1949 are derived frt»m Treasury liuUetin, Aug;u8t, 1948, pp. 
2-3. They are rounded to the neare^st million. fBeeause of rounding arbitrary minor changes have oc¬ 
casionally been introduce<i to make detail add to totals.] 

t Including rivers and harbors and the Panama Canal, 
j Excluding debt retirementa. 

} $570 in actual dollars. 

level after 1921. During the 30’s, which include the depression years, 
they exceeded $8 billion several times. In the war of the 1940’s, a peak 
exceeding $100 billion was reached in the fiscal year 1945. In 1946 the 
figure dropped to $63.7 billion and in 1947 to $42.5 billion. Estimates for 
1948 and 1949 were $39.3 billion and $39.7 billion, respectively.^ In 

* Treasury Bulletin^ August, 1948, pp. 2-3. 
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interpreting these figures it should be mentioned that they do not reflect 
only the expanding scope of governmental functions. The growth in ex¬ 
penditures may also be explained by a growth of the American economy, 
higher prices, and bigger wars. 

Principles of Government Expenditures 

Decisions as to the magnitude and the nature of government expendi¬ 
tures must be guided in some way. This is especially important in view 
of the fact that the government, including the legislative as well as the 
executive branch of course, has virtually unlimited spending ability and 
could have tremendously destructive as well as constructive effects. In 
Chapter 1, the section on Government Expenditures indicated some of 
the potential repercussions. 

What guides can be laid down for government expenditures? Obvi¬ 
ously the answer depends on the aim to be achieved. If the aim is to 
reduce government expenditures to a minimum, then a certain set of 
guides may be established. If it is to ensure that any level of expendi¬ 
tures decided on for whatever over-all purpose should interfere the least 
with private enterprise, then another set of guides is necessary. But if 
the aim is to achieve the highest possible level of employment or income 
or the more even distribution of wealth and income, or some other broad 
economic or social purpose, then other modifications w^ould have to be 
made in the guides established. It may of course be possible to formulate 
the guides in such general terms as to be applicable to whatever the pur¬ 
pose intended. 

The following “principles of government expenditures” are intended 
merely as suggestions along the lines of the above discussion. They are 
not mutually exclusive but they are sufficiently different to warrant 
separate treatment. 

Principle of Minimum Expenditure 

There is a large school of thought which believes that the govern¬ 
ment should spend the least it possibly can consistent with the protec¬ 
tion of its citizens. The term “protection” may be interpreted very 
narrowly to include just police and defense activities. Or it may be 
broadened somewhat to allow for “minimum essential services.” The 
latter might include some roads (but presumably private toll bridges 
and highways would be widespread) and possibly postal services, al¬ 
though even the need for governmental provision of the latter may be 
doubtful. 
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In deciding whether any particular government expenditure is con¬ 
sistent with this principle, the criterion may be set up in terms of the 
maintenance of law and order. Any expenditures which go beyond that 
and which cither provide services that the people can do without or 
provide services which private enterprise could provide in some degree 
or other would be excluded. 

Principle of Minimum Interference with Private 
Enterprise 

The principle of inininuun expenditure would generally also ensure 
minimum interference w ith private enterprise. However, the government, 
for other reasons, may decide on some substantial volume of government 
expenditures. It may decide on public works, for instance, to provide 
employment in a depression. Wliat principles should guide it in that 
case? One likely principle is that the government in spending the given 
amount of money should interfere as little as possible with private 
enterprise. 

This would presumably mean in the first instance that the servi(;es 
provided by the public works should not coitipefc with established 
private firms. The government should not set up retail stores or factories. 
But should it provide public parks and thereby compete with private 
amusement facilities? Should it build public housing and thereby com¬ 
pete with priv ate builders? The strict adherent to the principle of mini¬ 
mum interference with private enterprise will answer these questions in 
the negative. But he will be hard-pressed to suggest altcj-nativcs and he 
may have to accept some interference. The task is then to select those 
projects which provide the minimum interference. The late Lord Keynes 
commended the ancient Egyptians on their pyramid-building projects 
since those projects, when completed, performed services in which private 
builders had no interest. 

Any attempt to follow this principle strictly must not confine atten¬ 
tion to the services performed by the completed projects. During the 
building stage the government will be competing with businessmen for 
materials and labor. This may interfere with private enterprise. Even 
direct relief payments or unemployment insurance could be excluded by 
the diehard on the grounds that they support the labor market and keep 
wages up. Again, where a certain level of governmental expenditures has 
been decided on, this principle can still be followed by diverting the 
expenditures into those lines where the materials and the labor used 
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will be in the least demand by private enterprise. The task becomes 
extremely complicated, however, when the undeniably stimulative effects 
of government spending on consumer demand are considered. 

Principle of Maximum Employment 

The aim of government expenditures is sometimes to raise the level 
of employment as higli as possible. Then a question arises as to the best 
way of achieving that aim. Should direct relief payments be made? 
Should public works be undertaken? Should outright subsidies be given? 
In trying to achieve the aim of maximum employment, obviously a very 
comprehensive analysis is necessary in connection with every type of 
expenditure. Presumably minimum interference with private enterprise 
is desirable to achieve the aim of full employment but it is quite con¬ 
ceivable that, say in a severe depression, urgency may dictate that a 
given amount of spending be made in directions which disregard the 
principle of minimum interference with private enterprise in attempting 
to achieve the principle of maximum employment. 

Rouglily the same considerations apply if the aim is to achieve maxi¬ 
mum social security, maximum national income, maximum standard of 
living, or any other of the myriad maxima that may be conceived. There 
is no point in setting up separate "‘principles” for each of these. This is 
not to imply of course that the achievement of maximum employment is 
the same thing as the achievement of these other maxima, or vice versa. 

Principle of Maximuivi Advantage 

The traditional principle of governmental expenditures is that which 
proposes that the “maximum advantage” be achieved in all cases. The 
implication is that each dollar should be spent where the marginal social 
utility is the greatest. If the public welfare would best be promoted by 
spending anotlier dollar on health services rather than on police activi¬ 
ties, then it should be spent on the former. This should b(^ continued 
and readjustments should constantly be made until the marginal social 
utility of every dollar of government expenditures is the same through¬ 
out. This principle may in fact be broadened so as to consider even the 
source of the funds used. The marginal social disutility of a dollar raised 
in taxes must be just equal to the marginal social utility of the dollar 
spent for the best possible purpose. 

The difficulties in estimating marginal social utility are evident. 
Essentially, interpersonal comparisons of utility are involved— and the 
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modern approach to welfare economics rejects such comparisons.* Given 
a certain criterion of “public welfare,” the principle of maximum ad¬ 
vantage does provide a useful, if not completely practicable, guide. The 
main question, though, is: What is the public welfare? Some will say 
that it is best promoted by keeping government expenditures at the very 
minimum. Others will say that the public welfare is best promoted by 
minimizing interference with private enterprise. And still others will urge 
maximum employment, social security, and the other social maxima sug¬ 
gested above. The principle of maximum advantage may, however, be 
considered a useful supplement to the other three principles and the 
equalization of marginal social utility, in so far as it can be determined, 
will ensure the fullest adherence to those principles. 

Government Expansion vs. Contraction 

A constant struggle is going on between those who believe that the 
government should broaden the scope of its expenditures and those wdio 
feel that it should reduce its activities drastically. The former group 
would be guided mainly by the Principles of Maximum Employment, 
Security, etc. The latter would be guided by the Principle of Minimum 
Expenditure. Most members of both groups would probably claim ad¬ 
herence to the Principle of Minimum Interference with Private Enter¬ 
prise and the Principle of Maximum Advantage. A brief review of the 
aims and claims of both sides is presented below. 

Spending for Social Security 

The Beveridge plan for social security^ exemplifies modern thinking 
on the scope of government expenditures. The financial wants of the 
individual would be taken care of from “cradle to grave.” Adam Smith 
would turn in his own grave at the thought of this degree of government 
interference in the operations of the “invisible hand”! Sickness, un¬ 
employment, old age are only a few of the items which would become the 
responsibility of the government. The Beveridge plan calls for a program 
of family allowances and a thoroughgoing health insurance system among 
other things. Family allowances were put into effect in England in 1946.* 


* See Paul A. Samuelsou, Fonndalions of Economic Analysis, pp. 249-53 (Cam¬ 
bridge: Harvard University Press, 1947) and Melvin W. Reder, Studies in the Theory 
of Welfare Economics (New York: Columbia University Press, 1947). 

♦Sir William Beveridge, Social Insurance and Allied Services (London: H. M. 
Stationery Office; New York: The Macmillan Company, 1942). 

* The Times, Ijondon, August 6, 1946, p. 5. 
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Britain greatly expanded her social services generally after the war of 
the 1940’s. Table 8 will indicate the magnitude of the change: 


Tables 

Expansion op Social Servicks in Great Britain* 
(Millions op Pounds Sterling) 



Prewar 

Postwar 

Education. 

£120 

£200 

Health. 

50 

120 

National insurance. 

200 

240 

Industrial injuries. 



Family allowances. 


60 

Children’s allowances in kind. 

£370 

50 

£f)76H 


* Data derived from The Kconomist , London, March 30, 1946, p. 490. 


The last three of the items listed are entirely new. 

Comparable plans have been proposed in the United States.® Apart 
from over-all schemes of social security, pressure is being exerted for tlie 
enactment of a national liealth insurance bill. But stiff opposition is 
being put up on the grounds that “socialized medicine,” as they call it, 
would destroy initiative and reduce the quality of service. Broader 
coverage of the old age pension provisions of the Social Security Act 
seems merely a matter of time. 

Spending for Full Employment 

The widest departure from the traditional narrow view of the scope 
of government expenditures is taken by the school of compensatory 
spenders.^ The government would spend whatever is necessary to ensure 
a high level of national income. The maintenance of full employment 
becomes one of the avowed objectives of the government and takes its 
place beside such objectives as national defense and police. Economic 
activity is no longer a free-for-all with the government laying down a 


• See National Resources Planning Board, Security, Work, and Relief Policies, 
Report of Committee on Long range Work and Relief Policies, Washington, 1943; 
and Social Security Board, 7lh Annual Report of the Social Security Board, 1942. 

^ See, for instance, Alvin il. Hansen, Fiscal Polic}' and Business Cycles (New York: 
W. W. Norton & Company, 1941). W. H. Beveridge has recently joined this group. 
See his Full Employment in a Free Sociely (London: Allen & Unwin, 1944), (New York: 
W. W. Norton Co. 1945). 
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few basic rules. The government enters the fray itself, letting contracts, 
hiring labor, buying and selling goods and services. It may wait dis¬ 
creetly on the sidelines until it has reason to believe that private enter¬ 
prise will not be adequate to acliieve full employment, but then it steps 
in with no holds barred. 

The fiscal theory involved in this type of policy is considered in 
Part VI of this book. In particular, attention is givein to the question 
whether rfe/iciV-spending is necessary to achieve the aims of this school. 
In any case, large goverimient expenditures are certain to be associated 
with any policy designed to stabilize national income and employment 
at a high level. 

What the compensatory spenders would do for business activity the 
Beveridge plan would do for the individual. One would ensure stability 
of the economic system and the other would provide economic stability 
for the individual. They are interrelated in practice since individual eco¬ 
nomic stability generally promotes national economic stability, and vice 
versa. Both would give the government a role even more dominant than 
it has at present. 

Opposition to the Expanding Scope of Government 
Expenditures 

The expansion of the scope of government expenditures has not taken 
place without a struggle; nor is the struggle over. There is a strong body 
of opinion, consisting mainly of the more conservativ^e business groiqis, 
which views with alarm the spreading out of government functions and 
expenditures. These groups place on their banner head the words of 
Thomas Jefferson: “It is the duty of the people to support the govern¬ 
ment—it is not the duty of the government to support the people.'* The 
attack is based on two claims: (1) the government destroys individual 
initiative by providing social security; and (2) the government destroys 
private enterprise by competing with it, often on unfair terms. 

The opponents of government expansion point to the alleged effects 
of unemployment insurance and old age pensions to support their claim 
that individual initiative and enterprise are destroyed. They point to the 
reconversion period following World War II when jobs Avent begging 
while erstwhile workers lived on their unemployment insurance benefits. 
Where the maximum benefit was $21 per week, for instance, jobs paying 
as much as $35 per week found few takers because the $35 was subject to 
withholding tax, social security, and ordinary expenses of food, clothing, 
and transportation connected with holding down a job. The advocates 
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of unemployment insurance reply that the worker is entitled to the un¬ 
employment insurance benefits in the same way as he is entitled to any 
other insurance benefits—it is a business-like arrangement and if he 
chooses to avail himself of it, that is his own concern; the worker should 
not be criticized for taking a “vacation” on his unemployment insurance 
any more than should the businessman who takes a vacation when an 
endowment insurance policy comes due. 

The opposition to old-age pensions turns on the fear of extravagance 
and improvidence: if a person has no need to save for his old age he will 
ignore the principles of thrift which form part of our mores. On purely 
economic grounds, however, it is difficult to say that thrift is always 
desirable for the economy as a whole.® In any case, thrift is still practiced 
under the social security program, but it is practiced collectively through 
the payroll tax and the accumulation of reserves. 

Health insurance and other “cradle to grave” provisions of a thor¬ 
oughgoing social security program are condemned on similar grounds. 
But here not so much the initiative of the consumer (the patient) is 
thought to lie endangered, but that of the doctor. Proponents of the 
plan point to the fact of inadequate medical care for millions of people 
and demand an answer. 

The government contractionists refer to such projects as the TVA 
to support their claim of competition with private enterprise: any and 
every government (‘orporatioii competes with private enterprise to some 
degree even if the main function of the corporation is to provide a service 
which private enterprise is unable or unwilling to provide. The govern¬ 
ment expansionists would admit some encroachment but would claim the 
welfare of the community as transcending tlie interests of a few indi¬ 
viduals. And they would say that such projects as the TVA promote 
rather than hurt private enterprise. 

Conclusions 

It will be difficult to resist the trend toward an increasing area of 
public expenditures. A generation born of depression and war takes for 
granted government contribution to individual security. Many people 
do not consider this to be “intervention” or “interlerence,” as indeed it 


® A. P. Lerner refers to the existence of an Institute for the Advancement of Thrift 
in Milan. Under conditions of chronic underconsiiiiiption thrift is undesirable in the 
view of the school which he represents. Sec his “ Mr, Keynes* General Theory of Em¬ 
ployment, Interest and Money,” International Labor Review, Vol. 34 (1936), pp. 
435-54. 
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is not from their point of view. They are not forced to take any par¬ 
ticular job but they expect to find a job to their liking or to receive an 
adequate income if they fail. They are not forced to drop their own 
private security plans nor do they object when the government supple¬ 
ments such plans or even makes them unnecessary. They do not feel 
that the governniental expenditures involved limit their individual enter¬ 
prise. Some of them may react by losing initiative—^but presumably that 
is to their liking for they are not forced to lose initiative by any of these 
plans. The loss of initiative may be a social problem but it is not an 
individual problem from the individual’s own point of view. 

Many individuals have tasted of government aid and have found it 
to be good. Perhaps the ultimate consequences—fiscal, economic, and 
social—are harmful to the individujil. As far as he is concerned such con¬ 
sequences are remote and he will probably continue to expect government 
assistance in the expression of whatever amount of individual initiative 
he cares to demonstrate. This leads to a belief that a continued large 
volume and scope of government expenditures is likely, quite apart from 
any growth in power of the expansionist school. A high level of federal 
expenditures also seems to be the prospect for another reason (even apart 
from any preparations for war), namely large fixed, or virtually fixed, 
obligations in the federal budget, such as interest payments and veterans’ 
benefits. 
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Government Expenditures and Consumer 
Spending 

ff....- . -T g - - ^.. -» 

Note: This chapter deals with some of the more detailed aspects of the effects of 
government expenditures on consumer spending and discusses the contributions 
of contemporary economists on a relatively technical level. The reader may pre¬ 
fer to turn directly to Chapter 6, which summarizes the main points raised here. 


Funds received from the government are available for the purchase 
of consumer goods either immediately or after a short lapse of time. 
When direct relief payments are made the money is immediately avail¬ 
able for consumption goods and it may be expected, of course, that the 
purchases will be made for that purpose. The same is true of work relief. 
Wages and salaries paid to civil servants can be considered in the same 
category. Funds used by the government for the direct purchase of goods 
and services such as agricultural products, war materials, etc., are not 
available immediately for spending on consumption in fuU. But the total 
purchase price after some adjustment for taxes and depreciation will be¬ 
come incomes of individuals at various stages of the production process, 
as explained in Chapter 2. These incomes may take the form of wages, 
salaries, interest payments, rents, or profits. The process may appear to 
take a few months but in a sense it has taken place already since income 
has been earned during the production of the goods and services in an¬ 
ticipation of final sale. Thus the initial effect on consumption can be 
expected without delay. 

The exploration of the effects of government expenditures on con¬ 
sumer spending does not stop with the initial income earned but goes on 

39 











GOVERPJMENT EXPENDITURES 


to the subsequent steps. When money is spent on consumer goods the 
production of income is again stimulated and that income may be used 
to purchase more consumer goods. The technical analysis of such effects 
has become known as the ‘‘multiplier principle.” This serves as a con¬ 
venient vehicle for a study of the impact of government expenditures 
on consumer spending. 

Since this subject has caused a great deal of confusion it is necessary 
to iron out many technical points during the course of the following dis¬ 
cussion. The reader who would prefer not to become involved in the 
technicalities of the multiplier and acceleration principles may omit the 
present chapter and the one following and go immediately to Chapter 6. 

The Multiplier Principle 

The relation between government expenditures and consumer spend¬ 
ing is expressed in an apparently explicit fashion in the multiplier prin¬ 
ciple. In its usual formulation this principle shows the relation between 
“capital formation” or “investment” and “national income.” For the 
present purpose government expenditures may be considered one element 
of capital formation or investment. In the following discussion it is 
assumed that the only initial change that takes place is in the govern¬ 
ment expenditures themselves. Moreover, it is assumed that the govern¬ 
ment expenditures constitute a net addition to total expenditures; i.c., 
the method of raising the funds does not have any restrictive effects. 
Part VI deals with the combined multiplier effects of fiscal policy as a 
whole. As for the effects on income, only that expansion of income con¬ 
sisting of consumption w ill be considered in detail in this chapter. Other 
aspects are dealt with in Chapter 5. 

Briefly stated, the Multiplier is the number by which an initial 
increase in govermnent expenditures should be multiplied in order to 
obtain the increase in income attributable to those government expendi¬ 
tures, the income being increased through the effects of spending and 
respending the initial increase in income. How can we find that number? 
First of all, we must know what is included in consumption. Then we 
must decide the period of time over which to consider the effects, it being 
evident that repercussions of any change might go on forever. We must 
also draw the line between types of consequences to be included and 
types to be excluded as being “attributable to” the initial government 
expenditures. The actual extent of spending and respending and the 
speed with which it takes place have to be considered in this connection. 
Finally, several complications, particularly those introduced by asymme- 
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try and international trade, have to be considered. These matters of 
scope and principle settled, we can turn to the difficulties which would 
have to be encountered in measuring the Multiplier, or, rather, in know¬ 
ing which variant of the Multiplier we are measuring. 

Elementary Statement of the Multiplier Principle 

The multiplier theory traces through the eflects of an increase in 
government expenditures. Since the government expenditures create an 
equivalent amount of income, there is some additional spending by con¬ 
sumers. The spending on consumption, in turn, creates income. The 
process is repeated indefinitely. If only part of the increased income is 
spent each time, the additions to income become smaller and smaller. 
If the fraction of increased income spent is constant, the total increase in 
income resulting from the additions to consumption over all ensuing time 
can be estimated.^ Suppose that the government spends $10 billion and 
that the public spends 80 per cent of any increase in income on con¬ 
sumption. The first respending results in $8 billion of income; the next 
in $6.4 billion, etc. The mathematicians tell us that the sum of all these 
increments in income, including the initial $10 billion, comes to $50 
billion. The Multiplier is said to be 5. The proportion of an increase in 
income which is sp<uit on consumption is called the “marginal propensity 
to consume.” If the marginal propensity to consume is 90 per cent, the 
Multiplier is 10, If the marginal propensity to consume is 66% per cent, 
the Multiplier is 3. It should be emphasized that this excludes all initial 
impact other than the government expenditures and all subsequent 
effects other than those on consumption. At a later point we shall 
consider matters of timing and magnitude. The fact is that the initial 
government expenditures may be on either capital or consumption goods. 

Government Expenditures as “Honorary Investment” 

Since the multiplier principle is usually concerned with the relation 
between investment and national income, there is the danger of for¬ 
getting that the initial government spending may be on anything, either 
capital or consumption goods. The choice of the term “investment” is 
not a very happy one, particularly since it has caused a great deal of 

^ Where c represents the ratio of the additional consumption to the additional 
income, we have 

1 -f C + +C» + • • • 00. (c < 1) 

The value of this is —— This includes initial government expenditures of unity. 

1 — c 
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unnecessary objection to the multiplier principle. Colin Clark’s expres¬ 
sion “determinantsis superior. Clark nevertheless would exclude an 
initial change in consumption from eligibility as initial investment. His 
criterion is whether or not private income is generated without increasing 
the supply of consumption goods.® He claims that government deficits 
have “the effect of generating additional private incomes without in¬ 
creasing the output of consumption goods.” This is an incorrect state¬ 
ment and, besides, involves an invalid criterion. Part of the government 
deficit goes for the direct purchase of consumption goods. And there is 
no reason why the “determinants” should be restricted in this way. 
What type of initial “investment” we choose in practical policy is 
another matter. Conditions may be such that it is desirable to avoid 
further production of consumption goods, in which case the “invest¬ 
ment” should be on capital goods. But this is a consideration apart from 
the multiplier itself. 

There is a point to guard against, however, in connection with the 
use of government expenditures as “honorary investment.”^ Since it has 
become customary to begin with “investment” as a whole in determining 
the Multiplier there exists the danger of applying the results indiscrimi¬ 
nately to a component, e.g., the government element in the form of a 
public works program.® It may happen that the results derived from the 
use of the aggregate do not apply to a component. Our concern in this 
study is with the multiplier principle as applied to government spending, 
hence the analysis will be conducted on the assumption that no other 
initial changes in “investment” take place. The government “deficit” 
is usually employed to represent the initial irnpai^t of government, but 
this is unsatisfactory, as will be shown in Part VI of this book. 


* C. Clark, “Determination of the Multiplier from National Income Statistics,” 
Economic Journal, VoL 48 (Septeml)er, 1938), pp. 435-48. 

* Ibid., p. 438. Cf. P. A. Samucison, “Theory of Pump-Priming Reexamined,” 
American Economic Hevieu), Vol. 30 (September, 1940), pp. 497-98. 

* A phrase suggested in D. H. Robertson, “ Mr. Clark and the Foreign Trade 
Multiplier,” Economic Journal, Vol. 49 (June, 1939), p. 354 n. Robertson uses the 
term to apply to the government deficit, 

* Cf. Machlup: “Instead of speaking of a certain amount of public works, one can 
speak of a certain net increase in the rate of aggregate investment . . . But it should 
be clear that the theory of the Multiplier is then of no use. It would not refer to the 
possible effects of public works, because public works are not likely to be identical 
with the ‘net increase in the rate of aggregate investment.^” F. Machlu)), “Period 
Analysis and Multiplier Tlieory,” Quarterly Journal of Economics, Vol, 54 (November, 
1939), p. 27. Reprinted in Readings in Business Cycle Theory (Philadelphia: The 
Blakiston Company, 1944). 

42 



GOVERNMENT EXPENDITURES AND CONSUMER SPENDING 


Importance of “Leakages’’ 

It was pointed out above that this chapter will emphasize only the 
subsequent effects on consumption. We can trace through the subse¬ 
quent effects on both consumption and capital-goods expenditures if 
we wish. In fact, the method of determining the multiplier by tracing 
through the “leakages” may be used for this purpose. If we define the 
leakage, as Neisser does, to cover that part of income of one period 
which is used for hoarding or repaying bank debts in the next,® then we 
are leaving in both consumption and investment expenditures (if the 
terms “hoarding” and “repaying bank debts” are used in a net sense, 
to take account of investment through dishoarding and bank borrowing). 
On the other hand, Kahn would concentrate only on the consumption 
expenditures, for he considers the “leakage” to be that part of income 
which is not spent on current consumption.’' 

In general, the leakage is, as J. M. Clark points out, “a use of funds 
which does not increase production beyond what has already been ac¬ 
counted for in the formula.”® 

Emphasis on Consumption Expenditures 

In trying to explain the emphasis on consumption in the multiplier 
analysis we are confronted with a fundamental aspect of economic be¬ 
havior. Private investment will take place whenever such investment is 
profitable; it will not be limited by the absence of, or promoted by the 
existence of, non-consumed portions of increased income previously re¬ 
ceived by individuals. Bank credit is assumed to be available where 
private savings are absent. Even if there are plentiful savings and credit, 
investment will take place only if such investment is profitable. Hence, 
the income of one period does not necessarily affect the extent of invest¬ 
ment of the next period. On the other hand, a stable relation (or a relation 
changing in a consistent manner) is assumed to exist between changes in 
income and consumption for the economy as a whole. The Multiplier is 
therefore formulated in terms of secondary spending on consumption by 
assuming a constant relation between income and consumption. Second- 


® H. Neisser, “Secondary Employment: Some Comments on R. F. Kalin’s For¬ 
mula,” Hevietv of Economic Siaiisiics^ Vol. 18 (February, 1936), pp. 24—30. 

^ R. F. Kahn, “Dr. Neisser on Secondary Employment: A Note,” Beview of 
Economic Statistics, Vol. 18 (August, 1936), pp. 144-47. 

® J. M. Clark, Economics of Planning Public Works (Washington, D.C.: Public 
Works Administration, 1935), p. 89. 
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ary spending on investment can also be brought into the picture but not 
so neatly as consumption, unless we are willing to make as arbitrary an 
assumption about investment as we did about consumption. 

Gross vs. Net Capital Formation 

There are a few further points to be considered in connection with 
the treatment of investment and consumption expenditures in the multi¬ 
plier theory. For one thing, should we use gross or net capital formation 
(and national income)?® For purposes of the multiplier analysis it would 
seem that the gross ratlicr than the net items are relevant. In times of 
poor business gross capital formation can be zero and any expenditure 
on capital goods has some stimulating effect on the economy, even 
though it is not great enough to give us any positive net capital forma¬ 
tion. In other words, the Multiplier works for gross capital formation 
and national income and we should be ignoring the effects of an initial 
stimulus in some cases if Ave confined our attention to net capital forma¬ 
tion and national product. 

There is, however, some difficulty in using gross national income and 
capital formation in the study of the Multiplier. Hansen has pointed out 
that double-counting would result if we included in the computation of 
the national income both consumption and replacement expenditures 
which may be imputed as costs of that consumption.^® He claims that 
only net investment is “multiplied” to give us the national income. 
Hansen’s objections do not apply, hoAvever, in the case where we have a 
process of income formation through the operation of the multiplier 
principle. He is right in saying that it would not be valid to include both 
consumption and the replacement expenditures w hich may be imputed 
as costs of that consumption. But the changes in gross investment at one 
time will result in consumption at some later time. The consumption 
will include an amount of imputed depreciation of capital equipment 
created earlier but there is no double-counting involved in this process. 
The only account we must take of the fact that we began with gross 
investment is that we must remember that the resulting increase in in¬ 
come is also gross. We are, nevertheless, on the horns of a dilemma if we 


• See Chapter 2. 

“Replacement investment expenditures are obviously not to be counted at all 
as a constituent element in the size of the national income, since it is already incor¬ 
porated in the consumption figures.” (Hansen, Fiscal Policy and Business Cycles, p. 
283 [New York: W. W. Norton Co., 1941]). 
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wish to assume a stable relation between income and consumption, since 
consumption is a function of net income^^ if* it is a function of income 
at all* 

On this point it is necessary to take cognizance of Harrod’s definition 
of net investment. He includes in net investment that part of replace¬ 
ment which is in excess of funds currently set aside for depreciation.^^ 
Hansen is shocked at this definition and insists on the usual one which 
includes only the amount of new construction of capital goods over and 
above replacement.^® Here Harrod is apparently following the Keynesian 
assumption that current depreciation allowances, in themselves, are de¬ 
flationary.^^ On this assumption Harrod’s definition is more useful than 
Hansen’s for a study of the expansionary influence of investment. His 
definition of net investment gives us a figure below Hansen’s net invest¬ 
ment in bad times when current depreciation allowances may exceed cur¬ 
rent replacement and above Hansen’s net invi^stment in good times when 
(jurrent depreciation allow^ances may fall short of current replacement. 

Durable Consumers’ Goods 

A question aris(is regarding the place of durable consumers’ goods in 
the multiplier theory. Should we include them in consumption or in 
investment.^ Keynes and Kuznets reached agreement that durable 
consumers’ goods should be classed under consumption. In an early 
study Kuznets included durable consumers’ goods in capital formation. 
Keynes, however, felt that tliey should be included in consumption on 
the grounds that they are ordinarily paid for out of what the consumer 
considers to be the non-saved portion of income.^® In later studies,'^ 
Kuznets gave two estimates of gross capital formation, one of which, 


Cf, Keynes, General Theory of Employmenl, Intercut and Money, p, 98 (New 
York: Itarcourt, Brace & Co,, 1986). 

*2 Roy F. Harrod, The Trade Cycle, pp. 62-65 (Ix)iidon: Oxford, Clarendon Press, 
1936). 

Alvin II. llanwn, Full Becovery or Stagnation?, p, 53 n. (New York: W. W. Nor¬ 
ton Go., 1938). 

Cf. Keynes, The General Theory of Employment, Interest and Money, pp. 98-99. 

Kuznets, Gross Capital Formation, 1929-1933 (New York: National Bureau 
of Economic Research, 1934, Bulletin No. 52). 

J. M. Keynes, “Dactuations in Net Investment in the United States,” Economic 
Journal, Vol. 46 (September, 1936), p. 54011, 

S. Kuznets, National Income and Capital Formation, 1919-1935 (New Y^ork: 
National Bureau of Economic Research, 1937), p. 40; and Commodity Flow and Capi¬ 
tal Formation (New York: National Bureau of Economic Research, 1938), p. 7. 
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“Variant II,’’ included consumers’ durable commodities. Finally,^* he 
adopted Keynes’ classification and put these commodities with con¬ 
sumption. With the growth of installment buying, there is some reason 
to belie v^e that expenditures on durable consumers’ goods are regarded 
as capital expenditures, to be amortized out of income. If this is so, the 
capital sura involved in the purchase of a durable consumers’ good should 
not, perhaps, be regarded as an element included in the propensity to 
consume. 

Multiplier Variants: The Direct Timeless Multiplier 

The variety of possible treatments of government expenditures and 
consumption in the multiplier principle marks only the beginning of the 
difficulties involved in a factual study. There is, in addition, a variety 
of multipliers, depending on (1) the length of time considered and (2) the 
type of repercussions taken into account. Both sets of factors must be 
clearly understood before a statistical study can be undertaken. Under 

(1) we can distinguish the Timeless and the Period Multiplier and under 

(2) we can distinguish the Direct and the Over-all Multipliers. Com¬ 
bining the characterLtlcs as lo length of time and type of repercussions 
we obtain four multiplier variants: Direct Timeless, Over-all Timeless, 
Direct Period, and Over-all Period. The meaning of each will be con¬ 
sidered as we proceed. 

The Direct Timeless Multiplier is concerned with the “direct'’effects 
of the initial government expenditures, regardless of the length of time 
during which the effects may be felt. The “direct” effects on income are 
those which result from the initial investment and the consumer expendi¬ 
tures arising from the spending and respending of the income earned. 
The Direct Timeless Multiplier is, then, given by the Keynesian formula 
previously noted. 

Relation to the “Instantaneous” Multiplier 

Although the formal expression of the two is the same, this Multi¬ 
plier should be distinguished from the so-called “instantaneous” Multi- 

lhid,y Commodity Fhu) and Capital Formation in the Recent Recovery and Decline^ 
i932-i93H (New York: National Bureau of lixiouomic Research, 1939, Bulletin No. 
74); and National Income and Its Composition, 1919-1938, Vol. I (New York: National 
Bureau of Economic Research, 1941), p. 285. 

See p. 41 n., above. Our discussion is in terms of tracing through the effects of 
an initial “dose” of government expenditures but the conclusions are the same as if 
there were a continuous flow. See Paul A. Samuelson, “A F’undamcntal Multiplier 
Identity,” Econometrica, Vol. II, July-Oclober, 1943, pp. 221-26. 
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plier. If we take the increased national income of any period to be equal 
to the sum of the increased consumption and investment of that period, 
then an interesting relationship follows. Suppose we say (1) that the 
marginal propensity to consume is 80 per cent. Then (2) the increased 
investment must be 20 per cent of the increased income of that same 
period, i.e., the increased income of that period must be five times the 
increased investment. Statements (1) and (2) say one and the same thing. 
There is no theoretical or causal connection whatever between them. 
This was pointed out by Haberler in an early criticism of the Keynesian 
multiplier theory. 

This instantaneous relation is quite different from the Direct Timeless 
Multiplier which takes the relationship expressed in the marginal pro¬ 
pensity to consume, applies it to any given volume of investment, and 
traces it through indefinitely step by step, assuming an unchanged mar¬ 
ginal propensity to consume in each step. The “instantaneous” Multi¬ 
plier is a definition, the Direct Timeless Multiplier is a theory. Keynes 
fails to distinguish clearly between the two and therefore is often accused 
of failing to realize that it would take at least a little time for the full 
multiplier effect to be felt. But his failure to distinguish between the two 
does not necessarily mean that he believes that the full multiplier effect 
is felt instantaneously, a belief which is sometimes attributed to him.‘-*^ 
The definition holds instantaneously but the theory takes time to work 
out. 


The “Marginal Propensity to Consume” 

The basic feature of the Direct Timeless Multiplier is the ratio be¬ 
tween an increase in income and the increase in consumption which re¬ 
sults from this increase in income. Before any analysis of the effects of 
government expenditures on consumption, it is necessary to understand 
the relation between this ratio and the “marginal propensity to con¬ 
sume.” The latter term is used in two senses: (1) the proportion of an 
increase in income wliich an individual will spend on consumption; 


G. Haberler, “Mr. Keynes’ Theory of the Multiplier: \ Methodological Criti¬ 
cism,” Zeilsclirifl fiXr Nationaldkonomie, Vol. 7 (No. 3, 1936), p. 299. Reprinted in 
Headings in Busirutss Cycle Theory (Philadelphia: The Blakiston Company, 1944). 

Cf. Samuelson: “There has been some controversy over the timing of this rela¬ 
tionship, Mr. Keynes being of the opinion that it holds necessarily instantaneously,” 
(Samuelson, op. cit., Amerimn Economic Review, September, 1940, p. 498). 

Another use of the term “instantaneous Multiplier” is made by Machlup, who says 
that when the outlay of money for investment first takes place and nothing else has 
changed, the instantaneous Multiplier is one. Cf. Machlup, op. cit., p. 7. 
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(2) the proportion of an increase in income which the economy will 
spend on consumption. We may call these the individual’s and economy’s 
“marginal propensities to consume.” Both can be either functions or 
points, i.e., they may represent cither a series of possible ratios or a 
single ratio, but we shall consider here only the latter. Both may also 
deal with either the income and consumption of the same period or the 
income of one period and the consumption of the next, i.e., may deal 
with either simultaneous or non-simultaneous magnitudes. The indi¬ 
vidual’s and the economy’s marginal propensities to consume are clearly 
different in nature. Using simultaneous magnitudes an individual’s mar¬ 
ginal propensity to consume may exceed unity to any degree depending 
only on the individual’s borrowing power, but the economy’s marginal 
propensity to consume can exceed unity only to the extent of replace¬ 
ment. Hence we cannot jump from an individual’s marginal propensity 
to consume, to the economy’s marginal propensity to consume. Using 
non-simultaneous magnitudes, the economy’s marginal propensity to con¬ 
sume can exceed unity by more than capital replacement. 

Estimating the Direct Timeless Multiplier 

In attempting to obtain an actual estimate of the Direct Timeless 
Multiplier we have two main avenues open to us: (1) determine tlie 
economy’s marginal propensity to consume and derive the Multiplier 
by asking the mathematicians to tell us the total value of the incre¬ 
ments of income (resulting from increments of consumption) into the 
indefinite future; (2) obtain the Multiplier directly by a study of the 
ratio between investment and income when the two magnitudes cover a 
period sufficiently long to embody the whole (or virtually the whole) 
multiplier effect. The first of these approaches can be dealt with either by 
(a) studying family budget data and trying to bridge the gap between 
the individual’s (or family’s) marginal propensity to consume and the 
economy’s marginal propensity to consume; or (b) deriving the ratio of 
increment in consumption to an increment of income when the two 
magnitudes cover a period sufficiently short to indicate only the first 
revolution of the multiplier principle, \e., to indicate only the economy’s 
marginal propensity to consume. By assuming a constant marginal pro¬ 
pensity to consume we can obtain the Multiplier by applying the mathe¬ 
matical formula. 


Estimates Based on Budget Data 


The approach to the Direct Timeless Multiplier from the side of 
budget data or guesses at budget data has been attempted by a large 
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number of writers.In the main their work suffers from the defect of 
incompleteness, e.g., treatment only of consumers’ spending and saving,^® 
or from invalid assumptions concerning individual behavior. The latter 
type of error is illustrated in Colin Clark’s work. He puts at zero the 
marginal propensity to save of people whose incomes are under £250 
per annum.It is evident from other studies, however, that savings 
from low incomes vary substantially and that the marginal propensity 
to save from those incoiries is different from zero.^^ The various guesses 
at “leakages” made by Kahn,^® Mitnitzky,-^ and J. M. Clark^^ are in 
the nature of informed judgments rather than statistical estimates. 

]]sTiMATEs Based on National Income Statistics 

The second metliod of determining the economy’s marginal propen¬ 
sity to consume involves the use of appropriate national income and 
capital formation tigures. Short-period figures arc* required in order that 
no secondary effects be embodied in the data. Colin Clark’s study^^ on 
the basis of quarterly data of national income and capital formation 


These are cited in A. H. Hansen, Fiscal Policy and Business Cycles, “ Apf>endix: 
A Statistical Analysis of the Consumption Function,” by P. A. Sarnuelson, pp. 250- 
60; J. Mfirschak, “Family Budgets and the So-Cfdled Multiplier,” Canadian Journal 
of Economics and Political Science, Vol. 5 (August, 1939), pp. 338-62: and 11. and \V. M. 
Stone, “The Marginal Propensity to Consume and the Multiplier,” Beview of Economic 
Studies, Vol. 6 (October, 1938j, pp. 1-21. 

See also, E. A. Iladice, Savings in Great Britain: 1922-1935 (Ix>ndon: Oxford Uni¬ 
versity Press, 1939). 

For several important suggestions on this subject see James S. Duesenberry, “In- 
conje-Consuinption Relations and Their Implications,” in Income, Employment and 
Public Policy: Essays in Honor of Alvin H. Hansen, pp. 54-81 (New York: W. W. Nor¬ 
ton & Co., 1948). The reader is also referred to the articles by A. Smithies, J. L. Mosak, 
P. A. Samuclson, W. Woytinsky, L. Bean, and E. G. Bennion which are cited by 
Duesenberry. 

This is particularly true of the studies based on National Resources Committee 
study on Consumer Expenditures in the United States, 1935-d936 (Washington, D.C.: 
Government Printing Office, 1939). 

** Colin Clark, op. ciL, Economic Journal, September, 1938, pp. 436, 417. 

Cf. Hans Staehle, “Short Period Variations in the Distribution of Incon\es,” 
Beview of Economic Statistics, Vol. 19 (August, 1937) p. 139; R. and W. M. Stone, 
op. cit., p. 9; and Elizabeth Gilboy, “The Propensity to Consume,” Quarterly Journal 
of Economic^s, Vol. 53 (November, 1938), pp. 120-40; A. J. Duncan, “A Comment,” 
(August, 1939), p. 632; and Gilboy, '"A Reply,” pp, 633-38. 

*«See R. F. Kalm, “The Relation of Home Investment to Unemployment,” 
Economic Journal, Vol. 41 (June, 1931), pp. 17,3-98. 

M. Mitnitzky, “The Effects of a Public Works Policy on Business Activity and 
Employment,” International Labour Beview, Vol. 30 (October, 1934), pp. 435—56. 

*«J. M. Clark, op. ci7., p. 89. 

*®See Colin Clark, National Income and Outlay (London: Macmillan and Co., 
1937), p. 249. 
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could be interpreted in this way. Since the relation between Clark’s two 
quarterly series is not very close in detail his results do not bar the possi¬ 
bility of a lag between income in one quarter and consumption in the next. 

An attempt could be made to obtain the Direct Timeless Multiplier 
directly by comparing national income and capital formation figures 
covering a period of time sufficiently long to include virtually all the 
multiplier effects. The difficulty with this method, however, is that the 
national income of the period chosen would include the result of some 
of the influences working in a previous period; might also include sub¬ 
stantial indirect influences on capital formation; and would omit some 
of the effects of the capital formation which took place near the end of 
the period. Colin Clark feels that three months is sufficiently long to 
permit the major portion of the multiplier effects to make themselves 
felt.^® This seems a rather short period for the purpose. Moreover, it ac¬ 
centuates the likelihood of overlapping at the ends but minimizes the 
likelihood of a reaction from national income to capital formation. 

Annual data may seem to be appropriate for this sort of approach and 
such data have been employed by Kalecki*"^^ and Samuelson.^^ After 
several adjustments, including the segregation of so-called “private” 
national income and capital formation, deflation, and the introduction 
of a four-months lag, Kalecki obtains an estimate of the Multiplier. 
Sarauelson also obtains an estimate of the Multiplier, after deflation, 
adjustment for population changes, and correction for secular trend. 

Multiplier Variants: The Direct Period Multiplier 

If we try to calculate the extent of the multiplying effect within a 
given period, confining our attention to the initial investment and its 
repercussions on consumption, we arc dealing with the Direct Period 
Multiplier. The same approaches to the problem can be used, with one 
modification: we do not want the total direct effect but only the effect 
for the specified length of time. K we derive the economy’s marginal 


Colin Clark, op. ciL, Economic Journal, p. 439. 

Cf. R. W. Jastram and E. S. Shaw, “ Mr. Clark’s Statistical Determination of the 
Multiplier,” Economic Journal, Vol. 49 (June, 1939), pp. 364-~65. 

M. Kalecki, Essays in the Theory of Economic Fluctuations, pp. 68-74. (New York: 
Farrar and Rinehart, 1939.) 

Samuelson, op. cit., in llanseiTs Fiscal Policy and Business Cycles. Cf. M. Ezekiel, 
“Statistical Investigation of Saving, Consumption and Investment,” American 
Economic Review, Vol. 32, March, 1942, pp. 22-49; and L. R. Klein, “Pitfalls in 
Statistical Determination of the Investment Schedule,” Econometrica, Vol. 11, July- 
October, 1943, pp. 246-58. 
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propensity to consume we have to determine the number of spendings 
and respendings which will take place within the specified length of time. 
This can be done only if we assume a constant marginal propensity to 
consume (as before) and if we have information regarding the number 
of times the funds spent will be spent again in the given length of time. 
We have to obtain information on the rapidity with which people spend 
increases in income or rather adjust their spending habits to increases in 
income. 

Estimating from the Income-velocity of Circulation 

It might be thought that for information on the number of spendings 
and respendings within a given period we could turn to the income- 
velocity of circulation. The latter tells us the number of times money 
will become income in a given length of time. If we could find the mar¬ 
ginal income-velocity of circulation we might learn the number of times a 
net increase in the amount of money will become income during the given 
period. But even if we could get this information it would be applicable 
only in the case where the government spending is financed out of newly 
printed money or newly created bank credit. If the spending is financed 
by either taxation or borrowing there will probably take place some 
transfer from idle to active balances.^® This will have the effect of in¬ 
creasing the existing income-velocity of circulation. If the required in¬ 
formation were available it would tell us the extent to which income 
would be increased in the given period. 

This would not, however, tell us the Direct Period Multiplier. Tin* 
latter is concerned only with the increase in income attributable to the 
initial investment (i\hether a single dose of investment or steadily re¬ 
peated doses of investment) and the subsequent spendings and respend¬ 
ings on consumption goods within the specified period. The portion of 
the income not spciiit on consumption might drift into idle balances, 
might be used to repay debt, or might be used actively, e.g., to finance 
investment—cither independent investment or investment induced by 
the operation of the Multiplier. The average and marginal income- 
velocities do not confine their attention to the spending on consumption 
but take account of all spending. This is probably the important prob¬ 
lem—and it is dealt with below^ in the discussion of the Over-all Multi¬ 
pliers—but it is not relevant to the Keynesian Multiplier (either Period 

•*See H. S. Ellis, “Some Fundamentals in the Theory of Velocity,” Quarterly 
Journal of Economicst Vol. 52 (May, 1938), pp. 462-71. 
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or Timeless) which takes account solely of the initial investment and the 
subsequent spending on consumption. 

The use of the income-velocity of circulation (or some variant) in an 
attempt to obtain the Multiplier for a given period®^ can give us only 
the Over-all Multiplier, which takes account of subsequent independent 
and induced investment. It cannot give us the Keynesian type of Multi¬ 
plier which confines its attention to consumption. An exaggerated notion 
of the Multiplier for any period is obtained in this way since the funds 
initially spent would become income of an equal amount sooner if we 
allowed both investment and consumption to be counted than if we in¬ 
clude consumption alone and wait until there has been enough of it to 
equal the initial income created. If this analysis is valid then Machlup’s 
“income-propagation periodand Angell’s “active money alone 
(if they are dealing with empirically determined data) must apply to 
effects on both investment and consumption, not the latter alone. The 
active money is not confined to consumer spending unless, of course, 
spending on investment is excluded by assumption. But in the latter 
case the empirically determined marginal income-velocity is irrelevant 
to the Direct Period Multiplier since investment is, in fact, a variable. 
Hansen’s objection to the association of income-velocity with the Multi¬ 
plier arises from still another emphasis, namely that the velocity of money 
is a volatile element, affected by the nature of the initial expenditure.®* 

Estimating from National Income Statistics 

Merely to compare investment and income for the whole period, e.g., 
a year, would not be a satisfactory method of estimating the Direct 


See, for instance, J. M. Clark, op. cil.^ pp. 88-89; and Neisser, op. cit., p. 27. 

Maclilup, op. ci7., p. 9. Reprinted in Readings in Business Cycle Theory. For an 
important analysis of the relevant lags and, particularly, evidence that tlie consump¬ 
tion lag is small relative to the lag in the response of output to sales, see Lloyd A. 
Metzler, “Tliree Lags in the Circular Flow of Income,” in Income, Employment and 
Public Policy: Essays in Honor of Alvin H. Hansen, pp, 11-32 (New York: W. W. 
Norton & Co., 1948). 

J. W. Angell, Investment and Business Cycles, p. 88, n. 1. (New York: McGraw- 
Hill Book Company, 1941.) 

See the section on the Over-all Period Multiplier, below. 

Hansen, Fiscal Policy and Business Cycles, p. 285n. See also Richard M. Good¬ 
win, “The Multiplier,” Chapter 36 in The New Economics, S. E. Harris, cd. (New 
York: Alfred A, Knopf, 1947), especially pp. 487-89. Cf. Paul A. Samuelson, “Fiw^al 
Policy and Income Determination,” Quarterly Journal of Economics, Vol. 56, August, 
1942, pp. 601-605. For current data see Henry H. Villard, “Monetary Theory,” 
A Survey of Contemporary Economics (H. S. Ellis, ed.), p. 318. (Philadelphia: The 
Blakiston Company, 1948.) 

52 



GOVEBNMENT EXPENDITURES AND CONSUMER SPENDING 


Period Multiplier. Secondary effects would almost certainly be included 
and the result would be a combination of direct and indirect effects which 
would be a far cry from the Direct Period Multiplier. Quarterly data 
might be preferable in this connection, for reasons previously given. If 
Clark is wrong in his assumption that the whole Multiplier effect acts 
immediately then his work might, at least, be regarded as estimating the 
Direct Period Multiplier. Again, the assumption of a time lag might be 
more realistic and would enable us to take account of dynamic processes. 
Where the major portion of the multiplier effect is obtained after the first 
few spendings and respendings the Direct Period Multiplier will be very 
different from the Direct Timeless Multiplier only where the period in¬ 
volved in the former is quite short. 

Multiplier Variants: The Over-all Timeless Multiplier 

The multiplier theory as presented by Keynes may be regarded as 
dealing with that increase in income which takes place as a result of the 
initial increase in investment and is directly attributable to that invest¬ 
ment itself and the subsequent spending process. An alternative way of 
lcx)king at it is to say that Keynes assumes the investment to be kept 
constant by government action. The initial investment results in in¬ 
creases in income; part of that income is spent on consumption with a 
resultant addition to income, and so forth. The Keynesian Multiplier 
does not attempt to take account of the possibility that the increased 
consumption might react back on investment so as to make the latter a 
variable or that investment and income might be affected as a result of 
the initial investment in some way other than through the process of 
spending and respending. 

The multiplier variant which takes account of both direct and in¬ 
direct effects of the initial investment during the indefinite period in 
which those effects may be felt—the Over-all Timeless Multiplier—pre¬ 
sents almost insuperable statistical difficulties. The problem here is differ¬ 
ent from that of the Direct Timeless Multiplier because there the marginal 
propensity to consume told us what the full effect would be in an indefinite 
period. Here we have no such nice relation since the indirect effects are 
not amenable to the refined treatment as are the direct effects expressed 
in the marginal propensity to consume. 

The indirect effects may be of several sorts. The consumed portions 
of the increased income may affect investment through the operation of 
the acceleration principle. The saved portions may augment the supply 
of loanable funds and thereby increase the amount of capital available 
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for investment. On the other hand, the very existence of a large amount 
of government spending may have either a favorable or unfavorable 
effect on business expectations so as to reenforce or offset the other 
influences. A thorough examination of these possible repercussions on 
investment will be attempted in Chapter 5. 

Multiplier Variants: The Over-all Period Multiplier 

If we try to take account of both direct and indirect effects, but for 
a specified period, we are dealing with the Over-all Period Multiplier. 
This variant of the multiplier analysis has the same characteristics as 
the previous variant with respect to indirect effects and the same char¬ 
acteristics as the Direct Period Multiplier as to limitation within a speci¬ 
fied period. The discussion of those variants applies here, in the main. 

There is, however, one important advantage which the Over-all 
Period Multiplier has over the others. Since all effects, both direct and 
indirect, are to be taken into account, statistical investment and con¬ 
sumption data can be applied—as in the case of the Over-all Timeless 
Multiplier. Unlike the latter, however, we need not make any assump¬ 
tion that the period of the data permits of a complete working out of 
all the effects. It is likely, moreover, that the difficulties involved in 
using a velocity concept do not apply here since we are now willing to 
accept both consumption and investment changes resulting from an 
initial investment stimulus. On the other hand, the lack of an a priori 
basis for the indirect effects means that a very close and consistent, 
relation over a long period would have to be obtained before one could 
venture to make any practical use of the statistical results. 

Changing Multipliers 

The above discussion of problems connected with a factual study of 
the multiplier principle is based on the assumption of a constant mar¬ 
ginal propensity to consume. The problems involved in estimating the 
Multiplier even on this restrictive assumption are serious enough. When 
we introduce the possibility of variations in the marginal propensity to 
consume the problems are greatly intensified. This is true of all the 
Multiplier variants since they are all determined wholly or partly by 
the marginal propensity to consume. 

Variability of the Multiplier 

Variations in the marginal propensity to consume may exist over 
both time and space. The variations over time may be traced to changes 
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in income and to changes in consumer expectations. For one thing, a rise 
in income may not result in an immediate adjustment of consumption 
owing to the consumers’ inertia regarding their spending habits.®® To 
some extent this applies to all income recipients and not only to the 
higher-income groups. The lag involved would, however, be different for 
different income groups. For the lowest incx>me groups, those near or at 
the subsistence level, there might be an immediate upward adjustment 
but no downward adjustment. I'his is made plausible by the evidence 
indicating family marginal propensities to consume exceeding unity.'^® 
For the liigher income groups the “delayed spending factormay be of 
some length, but Colin Clark’s suggestion of a one-and-a-quarter year 
lag"*^ vseems excessive. 

There is no way of telling how long a lag might exist for the economy 
as a wdiole. The economy’s marginal propensity to consume wall change 
if there is a shift in income distribution from wages to profits in the 
boom^® but it is hard to deal with this changt^ statistically. We cannot 
merely apply to each group of individuals as it moves up or down the 
income scale the individual (or family) marginal propensity to consume 
previously found appropriate to the respective places on the scale. 
Dynamic factors must be considered here since a family changing from 
the $2,000-~$2,500 class to the $4,000-$5,000 class would almost certainly 
not have the same marginal propensity to consume as a family which has 
been in the latter class for some time. The rate of change would also be 
important in determining the propensity to consume since a more stable 
marginal propensity to consume would probably be found where the 
change in income has taken place over a period of years than w here the 
change has taken place overnight. 

The accompanying price changes would also have to be considered 
because they would be an important factor in determining the extent 
and nature of the adjustment in consumption. If prices rise as fast as 
money incomes, so that real income is unchanged, it is likely that ex¬ 
penditures on consumption will keep pace with the other factors, so that 
real consumption is unchanged. But if prices lag, consumer expenditures 
might also lag, thus reducing the propensity to (consume. All in all, the 
variations of the marginal propensity to consume in time cannot be very 

Cf. Angell, op, ciL, p. 198. 

See United States, National Resources Committee, op. cit., p. 20. 

Cf. Colin Clark, op. cit.. Economic Journal, September, 1938, pp. 435-40. 

« Ibid. 

Keynes, The General Theory of Employment, Interest and Money, p. 121. The 
existence of such a shift is currently at issue. 
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accurately formulated. Guesses have been made as to changes in the 
economy’s propensity to consume at various income levels/^ but on very 
restrictive assumptions regarding individual and family reaction to in¬ 
come changes. Variations in the marginal propensity to consume would 
also take place through changes in consumers’ expectations. In times of 
political or economic uncertainty (leaving out shortages, priorities, and 
rationing, which obviously upset the orthodox multiplier analysis) there 
may be a change in the degree of improvidence, thus affecting abnormally 
the magnitude of the marginal propensity to consume. 

AsYIMMETRY of THE MULTIPLIER 

The above discussion has been concerned mainly with the variability 
of the upward multiplier. It has been suggested by Shackle^^ tliat an 
important degree of asymmetry exists between the upward and the 
downward multiplier. If the economy’s marginal propensity to consume 
falls with rising income, as suggested above, the upward multiplier tends 
to be low at and near the top of the upswing. But the downward multi¬ 
plier at this point tends to be high, according to Shackle. Ilis argument 
is based on the assumption that when the decline begins there will be 
some reduction of consumption but as the decline proceeds there w ill be 
greater and greater reluctance to sacrifice consumption. To suggest a 
term to describe the situation which Shackle visualizes, w e may say that 
there is a smaller and smaller “marginal propensity to refrain from con¬ 
sumption.” This is a plausible argument and might explain why the 
downward multiplier is higher near the top than near the bottom of the 
decline, but it does not show that the downward multiplier near the top 
is greater than the upward multiplier near the top. 

Nevertheless, it seems likely that some measure of asymmetry exists 
between the upward multiplier near the bottom and the downward multi¬ 
plier near the bottom because of the floor set by the level of subsistence 
or the minimum to which (and the maximum rate at which) families 
will allow their consumption to fall as a result of a reduction of income. 
Certainly, we cannot assume that symmetry exists. 

Spatial Differences in the Multiplier 

The spatial variations in the marginal propensity to consume are 
not so serious for a statistical study as are the variations through time. 

National Resources Committee, op. cil.y p. 167. 

G. L. S. Shackle, Expectations, Investment and Income (London: Oxford Uni¬ 
versity Press, 1938), pp. 109-16. 
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Since any particular increment of investment might take place in only 
one part of the economy we must consider the possibility of various 
multipliers being appropriate to various parts of the economy. It is true 
that after one or two revolutions of the multiplier an increment of in¬ 
vestment is dissipated throughout the whole economy, hence variations 
on this account may not be of a very serious nature. The first few revo¬ 
lutions are, however, the important ones since they embody a substantial 
part of the multiplier effect. Thus if the initial expenditure is made in 
low-income parts of the economy the multiplier is likely to be greater 
than if the expenditure is made in high-incorne parts of the economy. 

This leads us to a consideration of the type of expenditure involved, 
since some kinds of expenditure, e.g., relief, would have a greater multi¬ 
plying effect than other kinds, e.g., purchase of manufactured equipment. 
These spatial differences in the multiplier lead to temporal differences 
owing to the changing impact of expenditures on various parts of the 
country from year to year. This introduces another element of variability 
of the multiplier. All considered, one would be justified in being very 
suspicious of any statistical analysis which yields a stable multiplier. 

Changing Government Expenditures 

The previous section discussed variations in the “multiplier.” Varia¬ 
tions in the “multiplicand,” i.e., the initial government expenditures, 
are of equal importance and have virtually been ignored in the literature 
on the multiplier theory. Formal discussions of the multiplier theory 
have considered either a single investment or a constant rate of invest¬ 
ment.'^® Samuelson’s synthesis of the acceleration and multiplier principle 
takes into account some elements of a changing induced investment. 
Salant has dealt explicitly with the problem^^ but has reached the con¬ 
clusion that a reduction in investment (or reduction in the budget deficit) 
must result in a fall in national income. It will be shown below that under 
certain reasonable conditions income may continue to rise after a fall in 
investment. This, it can readily be seen, would complicate considerably 
the problems involved in a statistical study. 


Sec, for instance, Hansen, Fiscal Policy and Business Cycles, pp. 269, 272; J. M. 
Clark, Economics of Planning Public Works, pp. 91, 92; and ibid., “An Appraisal of 
the Workability of Conipenwitory Devices,” American Economic Review, Vol. 29 
(Supplement, March, 1939), p. 200. 

Walter S, Salant, “A Note on the Effects of a Changing Deficit,” Quarterly 
Journal of Economics, Vol. 53 (February, 1939), pp. 298-304. 
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Hypothetical Example 

The following hypothetical example may be used to illustrate the 
point. Investment in this example is taken as an independent variable. 
We assume that investment in four consecutive quarters is as shown in 
Table 9, the figures being $2,000 million, $3,000 million, $2,500 million, 
and $3,500 million, respectively. Now let us see how national income 
might vary as a result of the operation of the multiplier principle. In the 
first quarter, the magnitude of national income is taken as $10,000 
million, consumption being $8,000 million and capital formation $2,000 
million. This means that four-fifths of that quarter's income was spent 
on consumption. Let us assume that the $10,000 million income and the 
ratio of four-fifths have persisted for some time and that the latter repre¬ 
sents the proportion of any quarter’s income which the economy as a 
whole spends on consumption during the following quarter;^* and let us 
assume further than an increase in income is treated in the same way, 
i.e., four-fifths of it is spent on consiiraplion in the following quarter. 
In technical terms, both the average and marginal propensities to con¬ 
sume are taken at four-fifths. These assumptions are made to simplify 
the presentation and do not alter the conclusions. 

Now let us trace through the income from quarter to quarter. In 
Quarter I income is taken at $10,000 million, hence consumption in 
Quarter II, being four-fifths of this, is $8,000 million. But in Quarter II 
investment is $3,000 million; hence total national income is $11,000 
million. Thus both income and investment have gone up from the first 
to the second quarters. Since income is $11,000 million in Quarter II, 
consumption in Quarter III, being four-fifths of this, is $8,800 million. 
But in that quarter, capital formation is only $2,500 million, hence total 
national income in Quarter III is $11,300 million. Thus national income 
has risen from Quarter II to Quarter HI even though investment has 
fallen. National income in Quarter III being $11,300 million, consump¬ 
tion in Quarter IV is $9,040 million. Since investment in Quarter IV is 
$3,500 million, national income in that quarter is $12,540 million. From 
Quarter II to Quarter III the relationship between the two is inverse, 
an increase in income being associated with a decrease in investment. 


** This does not mean that the actual money received as income is held over from 
one quarter to the next. The assumption is merely that the consumption of one quarter 
is determined by the income of the previous quarter. 
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The “Perverse” Multiplier 

Observing such a phenomenon as the above, one is tempted to call it 
the “perverse” multiplier. But from our explanation of how the phe¬ 
nomenon arose, we can see that there is nothing really perverse about 
this multiplier, that the multiplier principle is operating quite consist¬ 
ently, and that the apparently inverse relationship is caused by the fact 
that the reduction in national income which would tend to result from 
the fall in capital formation is more than offset by tlie increased con¬ 
sumption resulting from the increased income of the previous quarter. 
We have a “perverse” multiplier here only if we insist on simultaneous 
relationships. 

We may consider briefly the relation between the above model and 
the multiplier process wdiich pictures a spending and respending ad in¬ 
finitum, This indefinite process is taken into account in the above ex¬ 
ample, as may be clearer from Table 9 where we trace through each 

Tabic 9 

Operation of the “Perverse” Multiplier 
(Millions of Dollars) 


Quarter 



/ 

II 

III 

i ly 

1 ■ 

Investment: government* expenditures... 

S 2,000 

$ ;5.ooo 

$ 2,500 

$ 3, r,oo 

Consumption. 

8,000 

1,600 


2,000 



6,400 

1,280 

1,920 




5,120 

1,024 



j 


4,096 

Total Consumption. 

^OOO 

8,000 

8,800 

9,040 

NATIONAL INCOIML. 

$io~6o() 

$11,000 

$11,300 

$12,540 


* All other iustrumeuts of govcrninciit linanco ami all private investnient expenditures are ignored. 


investment and consumption item by itself. In Quarter II we have 
consumption of $1,600 million resulting from the spending of four-fifths 
of the $2,000 million income created by the investment of $2,000 million 
in Quarter I. In Quarter III the amount is $1,280 million, and in Quarter 
IV, $1,024 million. Similarly, the $8,000 million income created by the 
consumption of Quarter I gives rise to $6,400 million consumption and 
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income in Quarter II, $5,120 million in Quarter III, and $4,096 million 
in Quarter IV. The $3,000 million of new investment in Quarter II gives 
rise to $2,400 million of consumption and income in Quarter III and 
$1,920 million in Quarter IV. Tlic $2,500 million of new investment in 
Quarter III results in $2,000 million consumption and income in Quarter 
IV. Finally, the $3,500 million new investment of Quarter IV contributes 
a like amount to the income of that period. 

Repercussions of Government Expenditures 
on International Trade 

The foregoing discussion of the multiplier analysis has not taken into 
account complications introduced by foreign trade. Suppose that the 
government expenditures hav^e taken the form of a gift or a loan to 
another country—in the form of credits made available in tins country— 
with the result that exports increase. An increase in exports should be 
regarded as one of the “determinants.” The resulting increase in income 
can be traced through in the same way as the increase in income occa¬ 
sioned by an increase in domestic investment. The eflcct on the determi¬ 
nants should be treated as a whole because if the increased exports have 
taken place at the expense of domestic investment there will be no multi¬ 
plying effect (except in so far as there are spatial differences in the mar¬ 
ginal propensity to consume). 

A more subtle analysis is required when ordinary domestic govern¬ 
ment expenditures take place and income rises in the ordinary way. The 
increase in income will induce some increase in imports. The imports 
constitute exports of other countries, of course, and the latter will raise 
income in those countries. This, in turn, will increase their imports from 
us. In this way there will be some stimulation of our export industries, 
even when domestic government expenditures take place.^® Increased 
exports arising as a repercussion of increased imports from foreign 
countries are in the same category as induced investment. If we include 
induced investment (i.e., if we are dealing with the Over-all Multiplier), 
we should take account of such induced exports. If we are dealing with 
the Direct Multiplier, we may well leave them out (it being understood 
that this multiplier variant does not give us a complete picture of the 
situation). 


^®See Fritz Machlup, International Trade and the National Income Multiplier, 
Chapter 7. (Philadelphia: The Blakiston Company, 1943.) 


60 



GOVERNMENT EXPENDITURES AND CONSUMER SPENDING 


Initial and Subsequent Imports and Exports 

This is not the end of the foreign-trade problem, however, if we wish 
to deal with the Multiplier in general. What of increases in imports 
which may be taking place at the same time as the initial increase in 
exports? How should they be treated in connection with the initial in¬ 
vestment that starts the Multiplier going? The stimulus represented by 
the initial increase in investment would be exaggerated if we did not 
deduct the concurrent increase in imports since imported goods em¬ 
bodied in investment would not promote income-creation in this country. 
Hence we should deduct imports of investment goods (goods included in 
‘'investment'’) in order to obtain the true value of the determinants. 
The most convenient method of achieving this is to deduct the increase 
in imports from the increase in exports and include the residue (positive 
or negative) among the determinants. 

Subsequent imports resulting from the expansion of income should be 
subjected to a difierent treatment. If part of the increased income is spent 
on imports, no income is created within the economy thereby and no re¬ 
sponding takes place. Hence spending on imports sliould not be included 
with income-creating spending when we trace through the effects of an 
increment of investment. In the “leakage” approach to the niulliplier 
principle this item would be an additional leakage. In the propensity to 
consume approach or the successive spending approach (these two are 
not identical but they are both concerned with what remains in, instead 
of what leaks out), we would have to be certain that the marginal pro¬ 
pensity to consume and the successive spendings are confined to domes¬ 
tically produced goods. 

To summarize, we may distinguish between “initial'’ imports and 
“subsequent” imports; “initial” exports and “subsequent" exports. 
The balance of initial imports and exports is part of initial investment. 
Subsequent imports must be left out of the marginal propensity to 
consume. Subsequent exports are in the same category as induced in¬ 
vestment. These complications make necessary a careful selection and 
use of statistical data in estimating the multiplier effects of any given 
amount of government expenditures. 

The above analysis of complications introduced by foreign trade into 
the multiplier theory applies to both timeless and period variants of the 
multiplier analysis but the statistical difficulties are naturally greater in a 
timeless analysis. If a period analysis is used the periods may be actual 
calendar periods, perhaps months or quarters, as long as they are short 
enough to exclude any appreciable element of secondary effects. 


61 



GOVERNMENT EXPENDITURES 


Other Analyses of Foreign-trade Effects 

The suggested distinctions between initial and subsequent exports 
and imports diverge from other analyses in some respects. Colin Clark, 
to whom must be given credit for recognizing most of tlie difficulties 
which exist with respect to the treatment of foreign trader, assumes 
simultaneity in the sense that both initial and subsequent imports 
(which he calls “autonomous” and “consequential” imports) are as¬ 
sumed to take place within the same period, three months.-^'^^ As a result, 
he has to resort to ingenious methods of disentangling the two.^^ He 
makes no distinction, moreover, between initial and subsequent exports, 
treating both as the former. Dowdell recognizes the exislence of a prob¬ 
lem here but does not appreciate the necessity of treating subsequent 
imports in the same way as induced investrnent,^^ In an early study 
Machlup has taken account of subsequent exports.^® Robertson restrit’ts 
himself to pointing out an inconsistenc^y in Clark’s analysis.^^ Kahn,^^ 
Mitnitzky,^® J. M. Clark,Keynes,*'’^ Ilarrod,^® Joan Robinson,®^ and 
Shackle®^ have all recognized the impact of foreign trade on the multi¬ 
plier analysis but have not made the distinctions discussed above. 

Conclusions 

The important effects which government expenditures will have on 
consumer spending cannot be denied. But any exact analysis, especially 

Colin Clark, op. ciL, Ecorwmic Journal, Septoinlx-r, 1938, pp. 138- 39; and “Coin, 
ment,” Economic Journal, Yol. 19 (Juno, 1939), pp. 356-58. Cf. Colin CJark and J. G. 
Crawford, The National Income of Australia (Sydney and London: Angus and Robert¬ 
son, 1938), pp. 100-102. 

Cf. Jastram and Shaw, op. cii,. Economic Journal, June, 1939, pp. 359, n. 4. 

E. G. Dowdell, “The MultijJier,” Oxford Economic Papers, Yol. I (Se})lenil>er, 
1940), p. 36. 

Machlup, op. cil., in Headings in Business Cycle Theory, p. 227. Cf. Lloyd A. 
Metzler, “Underemployment Equilibrium in International Trade,” Econometrica, 
Yol. 10, April, 1942, pp. 97-112. 

D. li. Robertson, op. ciL, Economic Journal (June, 1939), pp. 354-56. 

Kahn, op. cit.. Economic Journal (June, 1931), pp. 173-98. 

Mitnitzky, op. cit., p. 411. 

J. M. Clark, Economics of Planning Public Works, p. 88. 

J. M. Keynes, The Means to Prosperity (New York: Harcoiirt, Brace & Co., 
1933), p. 36; and General Theory of Employmerd, Interest and Money, pp. 120-22. 

Harrod, op. ciL, pp. 145-58. 

Joan Robinson, Essays in the Theory of Employment, p. 210; and review of R. F. 
Bretherton, F. A. Burchardt, and R. S. G. Rutherford, Public Investment and the Trade 
Cycle in Great Britain (London: Oxford, Clarendon Press, 1941) in the Economic Jour¬ 
nal, Yol. 51 (April, 1941), p. 128. 

G. L. S. Shackle, “The Multiplier in Closed and Open Systems,” Oxford Economic 
Papers, Yol. 1 (May, 1939), pp. 142-44. 
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if it runs in statistical terms, is certain to encounter a great many diffi¬ 
culties. If we can obtain a reliable estimate of the marginal propensity 
to consume through the use of budget data and if we are willing to 
assume a constant marginal propensity to consume we are on safe ground 
in estimating the Direct Timeless Multiplier, which does not take account 
of induced investment (positive or negative). But an estimate of the 
economy’s marginal propensity to consume is not easy to obtain from 
budget data. It is difficult to give adequate recognition to induced in¬ 
vestment, hence there is little likelihood of obtaining the Over-all Time¬ 
less Multiplier. Both these multiplier variants deal with an indefinite 
period of time. For an estimate of the period variants with this approach 
it is necessary to have soukj idea of the speed with whudj consumers 
spend their incomes and tlie spewed with which the money becomes in¬ 
come in turn. This is not quite the same as the marginal income-velocity 
of money which, in any case, is on a questionable statistical basis at 
present. As a result of these problems we would have to rely on statistics 
of national income and investment. 

The use of annual data on national income and investment for the 
determination of the muUipli(T has an important advantage in that 
most of the secondary respendings (to be distinguished from induced 
effects on investment) will in many instances take place within a year. 
As a result we would obtain the Timekiss Multiplier if the full effects 
of the investment arc felt by national income w ithin a year. There will 
be only a few revolulions of the multiplier cycle within the year but 
since the effects of the more remote ones become less and k^ss important 
we may exclude those which are felt in the following year and yet take 
account of most of the effects of the government expenditures. In other 
words, the period of a y ear may be assumed to be sufficiently long to 
yield the major significant portion of the Timeless Multiplier. All eternity 
would, of course, be required to obtain the full Timeless Multiplier, 

There is, however, one difficulty in this. The longer the period the 
greater the likelihood of indirect, induced effects. Even though a year is 
sufficiently long to enable us to obtain a good approximation of the time¬ 
less aspect, it is loo long to enable us to isolate the direct aspect, as 
expressed in consumption expenditures. In other words, in the course of a 
year we may expect the major effects of the increased investment to be 
felt on national income (except for high multipliers) but at the same 
time there will be indirect reactions from national income to investment. 
Hence a comparison between investment and national income for any 
year will disclose the effects of the operation both of the Multiplier and 
the inducement to invest wilhin the year. The ratio obtained between 
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increments in national income and investment cannot tell us what will be 
the multiplying effects of the initial investment on consumption alone. 

If we wish to determine the importance of tlie direct aspect of the 
Multiplier on consumption alone through the use of national income and 
investment figures, we must deal with a period sufficiently short so that, 
the reaction of consumption on investment cannot take place witliin the 
same period. That is, an increase in investment might result in an in¬ 
crease in national income in period (1), through the operation of the 
Multiplier, and the national income might react back on investment 
only ill period (2). In the real Avorld the required calendar period would 
vary in different parts of the economy but it, is not unreasonable to sug¬ 
gest that it might be as great as three months. That is, within a period 
of three months, the reaction of income back on investment of that same 
period may be considered of negligible importance. By taking a period 
of this sort we can deal with the Direct Multiplier and we are freeing 
ourselves from the necessity of dealing with the hodgepodge of the Over¬ 
all Multiplier. For the purpose of this type of period analysis we would 
require quarterly and, possibly, monthly data of government expendi¬ 
tures and consumer spending. 

Even with the use of appropriate data there remain some intractable 
problems. One set of these is introduced by the variability and asym¬ 
metry of the Multiplier. This means that the Multiplier may vary from 
period to period and the relation between increments of national income 
and investment, and also betvveeti decrements, may be a very loase one. 
On the other hand, the actual data may give a misleading irnpn^ssion of 
the looseness of the relationship if simultaneous magnitudes alone are 
considered. When we assume that changes in the income of one period 
determine changes in the consumption of the next, it becomes possible 
fo explain some apparently perverse relationships between national in¬ 
come and investment, e.g., where mcrements of national income are 
concurrently associated with rfecrements of investment. Finally, exports 
and imports present some difficulties where such items are important 
relative to the national income. 

All in all, the problems involved in any practical study of the effects 
of government expenditures on consumer spending are challenging but 
not insoluble. This does not mean, however, that a single Multiplier 
exists even if we specify the period considered and the number of in¬ 
direct effects. On the contrary, the presumption is that the Multiplier is 
a variable. The effects which government expenditures have on consumer 
spending vary with the economic conditions which prevail at the time 
that the expenditures are made. 
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Government Expenditures and Business 
Investment 
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Note: This chapter deals with some of the more detailed aspects of the effects of 
government expenditures on business investment anrl discusses the contributions of 
contemporary economists on a relatively technical lev^el. The reader may prefer to turn 
directly to Chapter 6, which summarizes the main points raised here. 


Government expenditures provide a demand for numerous products. 
What of the machinery and efjuipment required to produce these prod¬ 
ucts? Will the demand for tliern rise too, thus providing a stimulus to 
national income exceeding that of the government expenditures them¬ 
selves? Suppose that the government spends $10 billion and assume that 
$10 billion worth of goods and services are thereby created. The preceding 
chapter analyzed the effects which this would have on subsequent spend¬ 
ings on consumer goods. It explored the increase in income which may 
be expected as a result of this type of spending under various conditions. 
Mention was made of the almost certain effects on business investment 
while the effects on consumption were working themselves out. 

The effects on investment will now be considered more fully. It should 
be remembered that the $10 billion worth of goods and services mentioned 
above may be partly in the form of capital goods. What we are dealing 
with here is the subsequent effect which this $10 billion worth of goods 
of all sorts may have on private investment expenditures. 

One avenue for exploration immediately suggests itself. The produc¬ 
tion of $10 billion worth of goods may necessitate the exq)ansion of plant 
capacities. A large increase in the demand for bread may mean that new 
baking ovens are needed. A large increase in the demand for cement for 
highway purposes may require the expansion of cement factories. Steel 
for armaments may involve the building of new steel mills- That is the 
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type of impact which this chapter will explore. Every industry has other 
industries from which it buys goods; every product requires productive 
capacity. By increasing the amount of goods and services by $10 billion, 
what effect (‘an we expect on the capital goods industries? 

Put in technical language, we are interested in exploring the effects 
which the production of $10 billion worth of goods and services may 
have on derived demand. The demand for capital goods is derived from 
the demand for consumption goods. There is also a derived demand 
between every stage of production, even between two capital goods in¬ 
dustries. The demand for steel is derived from the demand for machinery, 
etc. This is not to say that derived demand gives a unique explanation 
of the amount of capital goods required. The demand for capital goods 
at any lime may not be solely or even largely derived from the demand 
for consumption goods. The extent to which the unique relationship holds 
is precisely one of the things w hich must be explored. It is on such issues 
that the efl’ects which any given amount of government spending may 
have on business investment will depend. 

For the purposes of the analysis of this chapter we are merely tracing 
through the effects of the government expenditures and are disregarding 
the method of raising tlic money. Another way of saying this would be 
that the assumption is that the money is created without any c(;onomic 
effects itself and that any effects that arc felt are through the expendi¬ 
tures of the money. This is generally true of spending newdy x>rinted 
money, of course, and, by and large, is also true of borrowing money 
from central banks where such banks have ample reserves. Other chapters 
deal with the effects of taxation and borrowing of various types, and 
reference must be made to such chapters before a complete picture can 
be obtained. To repeat, this is a partial and incomplete analysis and deals 
with only one phase of the problem. 

Tracing the Effects of Government Expenditures 
on Business Investment Through the 
Acceleration Principle 

The analytical framework for a discussion of the effects of govern¬ 
ment expenditures on business investment is provided by the acceleration 
principle. This principle formulates the relation betw een the demand for 
any products and the plant, machinery, and equipment required to pro¬ 
duce them. In its full glory it is known as the “principle of acceleration 
and magnification of derived demand.” It deals precisely with problems 
of the type to be discussed in this chapter. It attempts to show just what 
effects on private investment decisions may be expected from a given 
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amount of government expenditures. Although it was not originally de¬ 
veloped for the treatment of government expe^ndilures, it is readily 
adapted to this purpose and forms a necessary part of any attempt to 
analyze the efl’cets of government expenditures. 

The student of government finance may find the following discussion 
of the acceleration principle much more “theoretical” than has generally 
been customary in this field. No apologies arc made here, however. If the 
subject of government finance is to include a consideration of the effects 
of fiscal policies, then there is no alternative to making use of those 
aspects of theoretical analysis which are pertinent. There has been too 
much of snap decisions and conclusions concerning the effects of govern¬ 
ment expenditures on the private economy. In most cases a large amount 
of thought which related fields have devoted to the analysis of such con¬ 
sequences has been ignored. Unless the subject of government finance is 
to be a purely descriptive science, it is necessary to permit the infiltra¬ 
tion-nay, integration—of the relevant parts of business cycle and eco¬ 
nomic theory into the pages of books on government finance. 

Recent Discussions of the Acceleration Principle 

TIui past ten years have witnessed an intensive discussion of the 
acceleration principle and its ramifications.^ Tliere are, nevertheless. 


* A comprehensive set of rcjferences is given in Gottfried von Haberler, Prosperity 
and Depression (Geneva: United Nations, 1916, third edition), pp. 85”!05. 

Hie major references to be added to those given by Haberler in the pages cited 
above are; 

F. A. Hayek, Profils^ Interest and Investment (London: George Routledge and Sons, 
1939), Part I. 

M. Kalecki, Essays in the Theory of Economic Fluctuations (New York: Farrar & 
Rinehart, 1939), Chapter 2. 

P. A. Sarnnelson, “Interactions Between the Multiplier Analysis and the Principle 
of Acceleration,” Beview of Economic Statistics, Vol. 21 (May, 1939), pp. 75-78. 
Reprinted in Headings in Business Cycle Theory (Philadelphia: The Blakiston Com¬ 
pany, 1944); and “A Synthesis of the Principle of Acceleration and the Multiplier,” 
Journal of Political Economy, Vol. 47 (December, 1939), pp. 786-97. 

J. Tinbergen, Statistical Testing of Business-Cycle Theories, I: A Method and Its 
Application to Investment Activity (Geneva: League of Nations, 1939), Chapters 3-6; 
and II: Business Cycles in the United States of America: 1919-1932 (Geneva: League 
of Nations, 1939), Chapters 3, 6, 7. 

C. D. Long, Jr., Building Cycles and the Theory of Investment (Princeton: The 
Princeton University Press, 1940), Chapters 2 and 3. 

D. McC. Wright, “A Neglected Approach to the Acceleration Principle,” Review 
of Economic Statistics, Vol. 23 (May, 1941), pp. 100-101. 

A. H. Hansen, Fiscal Policy and Business Cycles (New York: W. W. Norton & 
Company, 1941), Chapter 12. 

Evsey D. Domar, “Investment, Losses, and Monopolies,” in Income, Employ^ 
ment and Public Policy: Essays in Honor of Alvin H, Hansen, pp. 44r-49 (New York: 
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certain changes of emphasis which are required as a preliminary to a 
study of the effects of government expenditures, if not for a clarification 
of the theory itself. For one thing, too little attention has been paid to 
the time sequence implied in the acceleration principle. This is true of the 
analysis under the usual rigid assumptions of full employment and con¬ 
stant degree of capital intensity as well as of the analysis under realistic 
“qualific'ations,” such as unemployed resources, inventories, various 
types of expectations, and technological changes. In attempting to deal 
with the principle empirically the time sequence is of crucial importance. 
An understanding of the interrelations between the acceleration principle 
and other aspects of ecionomic theory is of scarcely less importance. 
Sometimes, for instance, the principle is treated as if it were independent 
of such important variables as prices and profits—notably in the contrast 
drawn by Tinbergen between the “profit principle” and the “acceleration 
principle.”- 

Finally, technological changes which result in changes in capital in¬ 
tensity have not been given adequate attention in the discussion of the 
acceleration principle. These tliree imiin deficienci('s are, of course, related 
among themselves. They must all be considered fully before the acc eler¬ 
ation principle can be said to have its feet on the ground. Since our 
concern is mainly with the practical implications of the acceleration 
principle—with the implications it has for government expeiiditures— 
attention is directed mainly to these questions of time sequence, inter¬ 
relations, and technological changes. For this purpose it is necessary to 
study the operation of the principle under realistic conditions. 

Significant steps in the dirc^ction of revising the theory along realistic 
lines have been taken by Claik,^ Kuznets,^ Tinbergen,'^ and Long.® 
Kuznets, in particular, has given attention to many aspects of the time 
sequence involved and has woven into his analysis problems introduced 


W. W. iVorton & Co., 1918). 

Richard M. Goodwin, “Secular and Cyclical Aspects of the Miiltijdior and the 
Accelerator,” in Essays in Honor of Alvin Hansen, pp. lOa-132. 

® Tinbergen, op. ciL, and “Statistical Evidence on the Acceleration Principle,” 
Economica, Vol. 5 (New Series, May, 1938), pp. 164-76. 

* J. M. Clark, Strategic Factors in Business Cycles (New York: National Bureau of 
Economic Research, 1934), pp. 33-53. 

^ S. Kuznets, “Relation Between Capital Goods and Finished Products in the 
Business Cycle,” in Economic Essays in Honor of Wesley Clair Mitchell (New York: 
Columbia University Press, 1935), pp. 211-67. Cf. Domer, op. cit. 

*J. Tinbergen, “Annual Survey: Suggestions on Quantitative Business Cycle 
Theory,” Economeirica, Vol. 3 (July, 1935), pp. 241-308; and Economica study, he. 
cit. 

• Long, op. cit. 
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by replacement (following Clark^ and Frisch®), overcapacity, and expec¬ 
tations. There is still much to be done in the same direction as well as in 
the other directions mentioned above. Haberler® and Hansen^® have dis¬ 
cussed tlie principle mainly under its rigid assumptions and have then 
conceded that for the real world there are a great many qualifications 
to be made. ITansen, for instance, follows his discussion of the principle 
with the statement that the actual relation between consumption and 
investment in the real world “is a very complex and uncertain one.”^^ 
He mentions a number of aspects of complexity and uncertainty which 
make qualifications of the theory necessary, including among other fac¬ 
tors changes in replacement percentages and degrees of utilization. Our 
task is to make the “qualifications” integral parts of the theory rather 
than just afterthouglits. We turn first to a statement of the principle 
under its most rigid assumptions in order to learn what changes have to 
be made for an analysis of tlie effects of government expenditures. 

Statement of the Acceleration Principle Under 
Assumptions of Full Employment 
and Given Technique 

Tlie acceleration principle w-as developed mainly to explain the sup¬ 
posed fa(^t that fluctuations of investment exceed and precede fluctuations 
of consumption. In view of the time sequence betw een tlie two variables 
it might well be thought that the causal relation runs from capital goods 
to consumption goods. In his earlier work, in fact, Mitchell examined 
price data for capital and consumption goods, found that the prices of 
the former declined before the prices of the latter, and concluded that 
the causal factor lay in the capital goods. 

^ Clark, op. cil.^ and several articles in the Journal of Pul llica I Economy: “Business 
Acceleration and the Law of Demand: A Technical Fiuttor in Ec onomic Cych's,” Vol. 
25 (March, 1917), pp. 217-35. Beprinted in Headings in Husiness Cycle Theory 
(Philadelphia: The Blakislon Company, 1944); “Capital Prodiiciion and Consumer- 
Taking: A Reply,” Vol, 39 (Decenil>er, 1931), pp. 81L-16; and “Capital Production 
and Consumer-Taking: A Further Word,” Vol. 40 (October, 1932), pp. 691-93. 

* R. Frisch, several articles in the Journal of Political Economy: “The Interrelation 
Between Capital Production and Consumer-Taking,” Vol. 39 (October, 1931), pp. 
646-54; “Capital Production and Consumer-Taking: A Rejoinder,” Vol. 40 (April, 
19i52), pp. 253-55; and “Capital Production and Consumer-Taking: A Final Word,” 
Vol. 40 (Octol)er, 1932), p. 694. 

® Huberler, op. cit. 

Hansen, op. cit., and Full Recovery or Stagnation? (New York: W. W. Norton & 
Company, 1938), Chapter 2. 

Hansen, Fiscal Policy and Business Cycles, p. 282; and Full Recovery or Stagna¬ 
tion?, p. 50. 

W. C. Mitchell, Business Cycles (Berkeley: University of California Press, 1913) 
pp. 99-103, 500-502. 
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This would seem to be a reasonable conclusion. The acceleration 
principle, however, points to the consumption goods as the causal factor. 
The demand for capital goods (including inventories and consumers’ 
durable goods),it claims, is derived from the demand for consumption 
goods and services in such a way that changes in the demand for capital 
goods are determined by changes in the rate of change of consumption. 
If the demand for consumption goods remains unchanged there n(*cd be 
no net investment in the consumption goods industries; all that is re¬ 
quired is the replacement and maintenance of the (capital employed. If 
there is an increase in the amount of consumption per period net invtist- 
raent will be required provided that the capital equipment was fully 
utilized to begin wuth. In fact, if technical methods remain unchanged, 
the effect on investment can be measured. A 10 per C(?nt increase in the 
output of consumption goods would require a 10 per cent increase in the 
total stock of capital employed in the production of consumption goods. 
If the replacement item had previously been 10 per cent of this stock of 
capital the total output of capital goods would rise from 10 per cent to 
20 per cent of the stock of capital. In short, a 10 per cent iruaease in 
consumption would involve a 100 per cent increase in the production of 
capital goods. 

If the ratio between stock of capital used for the production of con¬ 
sumption goods to the output of consumption goods had previously b(?en 
2:1, then, under the assumptions of full utilization of equipment and 
unchanged technique, the changes would also be in the sanu^ proportion. 
An increase of $5 billion in consumption, say from $50 billion to $55 
bilUoii, would require $10 billion of net investment. Hence botii in 
absolute magnitude (if the ratio is greater than 1:1) and in percentage 
terms the fluctuations of investment exceed those of consumption. The 
relation is actually between absolute amounts, not percentages,^^ but the 
resulting changes can be demonstrated in terms of percentages. The ratio 
between the amount of investment and the change in consumption we 
may call the Accelerator.^^ This term is preferable to that of the “Multi- 

Kuznets, “Relation between Capital Goods and Finished Products in Ihe 
Business Cycle,” pp. 212-'25; HalH?rler, op, cit., pp. 88-96. 

Cf. Hansen, Full Recovery or Stagnation?, p. 48n. and Fiscal Policy and Business 
Cycles, p. 364n. 

“ Where In is net investment in period n, C» consumption in period n and A the 
Accelerator, the last is defined as follows: In = -«4(Cn — Cn-i)* More simply, I(t) 
« A • C'{i) where I{t) is the rate of investment and C'(/) is the rate of change (tins 
“acceleration”) of consumption. (The terra “Accelerator” was proposed by the present 
writer in a doctoral dissertation completed in 1942.) 
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plier,” suggested by Hayek,^® owing to the danger of confusing the latter 
term with the multiplier principle. Hansen’s terms “acceleration lever¬ 
age” and “acceleration coeflicicnt”^^ are acceptable but less convenient. 
The term “relation” used by Ilarrod^*^ (and also by Samuelson^®) is, as 
Ilaberler^*’ points out, likely to be confused with other relations between 
consumption and investment. 

Where the amount of consumption per period is increasing at a con¬ 
stant rate, there will be a constant amount of net investment per period. 
In the above example, if consumption keeps rising by $5 billion each 
yeai’, net investment will be $10 billion ea(;h year. A mere fall in the 
absolute rate of increase of consumption will result in a fall in the actual 
amount of investment. Whether there is a fall in the total output of 
capital goods, including botJi new investment and replacement, is another 
matter (to be considered below), but regarding the new investment the 
analysis holds. If the rate of increase of consumption falls from $5 billion 
to $4 billion net investment will fall from $10 billion to $8 billion. Thus 
consumption may be rising from a level of $55 billion to a level of $59 
l)illion and yet inv(^slinent will be falling from a level of $10 billion to a 
level of $8 billion. As (Hark puts it “ . . . the velocity of output in the 
capital-making industries depends, not on the velocity of output in the 
industries which use the capital to make goods for consumption, but on 
its acceleration.A deceleration of consumption results in a fall in the 
velocity of investment. 

Since the reduction in the rate of increase of consumption may pre¬ 
cede the fall in investment, the causal relation may run from consump¬ 
tion to investment even though the fall in consumption itself may take 
place only after the fall in investment. This is a very ingenious result 
and an interesting illustration of Schumpeter’s statement that “ . . . in 
our field causes do not always precede effects.’’^^ Is there any flaw in the 
argument; and can we reasonably expect the result to apply under realistic 
conditions? Can we rely on the principle as stated above to give a basis 
for analyzing the effects of government spending on private investment? 

Hayek, op. ct7., p. 19. 

Hansen, Fiscal Policy and Business Cychs, pp. 264 and 2'76n., respectively. 

R. F, Harrod, The Trade Cycle (Oxford: Tlie Clarendon Press, 1936), Chaptxjr 2. 

Samuelson, op. cit.. Review of Economic Staiisiicsj p. 75; Reprinted in Headings 
in Easiness Cycle Theory; and Journal of Political Economy^ p. 791. 

Ilaberler, op. ci7., p. 87n. 

J. M. Clark, Studies in the Economics of Overhead Costs (Chicago: University of 
Chicago Press, 1923), p. 390. 

** J. A. Schumpeter, Business Cycles (New York: McGraw-Hill Rook Ciompany, 
1939), Vol. I, p. 14. 
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The Place of Derived Demand 

Since the acceleration principle is merely a refinement of tlie principle 
of derived demand, the former must stand or fall with the latter. The 
relation between the demand for capital goods and the demand for con¬ 
sumption goods was stressed forcibly by Bouniatian, who played a pai t 
in the development of the acceleration principle.The Keynesian school 
(e.g., as represented by Lange^O silso has related the inducement to 
invest closely to consumption, the marginal efficiency of capital being 
taken as a function of consumption. 

There is, however, some objection to the principle of derived demand 
as a general proposition relating investment and consumption. Many 
firms are not engaged in the production of consumption goods. Why 
should their investment decisions be affected by changes in consumption? 
If the acceleration principle is to take account of this case it must be 
broadened to apply between any two stages of production. It is evident 
that the acc*,deration principle applies between the production of any 
capital goods and the “finished” products produced by those capital 
goods.^^ The “finished” products may, in turn, be capital goods. Thus, 
Kuznets deals with the relation between “capital goods and finished 
products.”^® In this way the acceleration principle is extended to cover 
the case of I he business man wliose investment decisions are geared, not 
to consumption, but to th(i production of capital goods, i.e., to the invest¬ 
ment decisions of other businessmen. 

Application to All Stages of Production 

The extension of the principle to cover all stages is a step in the 
direction of placing the principle of derived demand and thus the prin- 

*3 M. Bouniatian, Les crises economiques (Paris: Marcel Giard, 1922), p. 241. 

O. Lange, '‘The Rate of Interest and the Optimum ProjH^nsity to Consume,” 
Economica, Vol. 5 (New Series, February, 1938), pp. 12-32. Rcjprinted in Headings in 
Business Cycle Theory (Philadelphia: The Blakiston Company, 1944). 

Where I is n<?t investment, C expenditure on consumption, and i the rate of int^erest, 
Lange’s relation is 

I ^ mi), 

Cf. Haberler, op. ciL, p. 88. 

Kuznets, op. cit., p, 211. “The terms ‘finished products* and ‘capital goods’ are 
used in the present discussion not in an absolute sense, but as relative to each specific 
link in the buying-selling relations that run through the economic system. Capital 
goods are thus raw materials, machinery, buildings, and any other commodity which 
an entrepreneur needs to produce what from his standpoint is the finished product. 
What are finished products to a given entrepreneur may obviously be capital goods to 
another entrepreneur. Similarly, ‘production’ is used in the broadest sense, to include 
not only manufacturing and extracting industries, but also transportation, trade, and 
service.” 
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ciple of acceleration on a more practical level. The Accelerator becomes 
the ratio between the amount of capital goods produced in any stage of 
production and the change in the production of finished goods in the 
next stage.27 The Accelerator would undoubtedly vary from one stage 
of production to another.*^ The application of the acceleration principle 
to various stages of production and the possibility of variations in the 
Accelerator from stage to stage produce several problems which will be 
considered at a later point. 

The introduction of stages provides only a partial answer to those 
who obje^ct to tlje principle of derived demand. Investment decisions are 
certainly affected by other considerations beside the demand for the 
product. This brings us into the realm of cost factors, technological 
changes, etc. To the extent that these factors operate, must we discard 
the acceleration principle? If the demand for the finished product is 
considered to be at least one of the fundamental factors affecting invest¬ 
ment decisions, the otlier factors can be brought in as determinants of 
the extent to which the changes in the demand for the finished products 
affect the demand for the capital goods. In other words, they can be 
considered as factors affecting the magnitude of the Accelerator. 

The A(‘celerator thus varies in time as w ell as from stage to stage. 

It is a function of the other factors affecting investment decisions, in so 
far as these are measurable. The principle of derived demand remains at 
the basis of the relationship, but it is now^ a changing relationship over 
time. This is the second step in the dir(*ction of putting the acceleration 
principle on a realistic basis. The pc)ssible nature of the changes in the 
Accelerator is considered below. This cfuestion, w liich has been considered 
by various writers, is closely intertwined with other questions, such as 
unemployed resources, expectations, and technological changes. 

Replacement Expendituties on Capital Goods 

The distinction between ncAV and replacement investment, brought 
into prominence by the Frisch-Clark discussion,is almost as funda- 

Where On^ represents the output of any stage in period n, the output of 

that stage in period n — f, and the output of the preceding stage in period n, 

we have Or we have = A ■ where 

represents the rato of prodiit;tion in the earlier stage and the rate of change of 

production (the “acceleration’') of goods in the later stage. 

m — 1 tn ~ 1 

*®Thu8 we have = A (0»”* — O^n^i) or 0^“KO = A ^ where 

m —1 

A is the Accelerator between the two stages. 

m — l ffl — l 

This gives us =* A« (0»** — 0”n-i) or «* A (t) • 

See p. 69, notes 7 and 8, above. 
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mental to the acceleration principle as is the principle of derived demand. 
The volume of replacement expenditures is determined partly by (a) the 
amount of capital goods in existence (in so far as depreciation is merely a 
function of time, i.e., llirough age and obsolescence) and partly by 
(b) the extent to which the capital goods are used to produce “finished” 
products (in so far as depreciation is a function of use, i.e., tlirough wear 
and tear or direct use in the process of production).®' It does not vary 
with changes in production of finished goods, taken by themselves, nor 
with changes in the rate of change. Those who have incorporated replace¬ 
ment expenditures into discussions of the acceleration principle have 
generally made assumption (b) and have not considered the fact that 
any particular capital good might be subject to elements of both (a) 
and (b). Mitchell, for instance, formulated the total demand for capital 
goods as follows:®^ 

The demand for industrial equipment is partly a replacement demand and partly 
a demand for betterments and extensions. The replaceuHmt demand for equipment 
doubtless vari{\s with the physical quantity of demand for products; since, as a rule, 
the more rapidly machines and rolling stock are run the more rapidly they wear 
out. The demand for betterments and extensions, on the other hand, varies not with 
the physical quantity of the products demanded, but with the lluclualions in this 
quantity. 

The same assumptiou.s are made by Pigou,®® Frisch,®^ Clark,®® and 
Hansen,®® The last-named has stated these assumptions most em¬ 
phatically.®" All these authors make only assumption (b) for replace¬ 
ment expenditures. 

Hence similar to Keynes* “user cost.’* See Keynes, The General Theory of Em¬ 
ployment, Interest and Money, p. 5.5. 

W. C. Mitchell, “The Problem of Controlling Business Cycles,** in The Stabiliza¬ 
tion of Business, ed. by Lionel D. Edie (New York: The Maemillan Company, 1923), 
p. 24. [Reprinted by permission of the publishers.] 

*3 C. Pigou, Industrial Fluctuations (Ijondon; The Macmillan Company, 1929, 
2d ed.), p. 110. 

Frisch, in the articles previously cited in the Journal of Political Economy, 1931 
and 1932; and also “Propagation Problems and luipulse Problems in Dynamic 
Economics*’ in Economic Essays in Honour of Gustav Cassel (London: George Allen &. 
Unwin, 1933), pp. 176-78. 

Clark, in the articles, previously cited, in the Journal of Political Economy, 1917, 
1931, and 1932. 

Hansen, Fiscal Policy and Business Cycles, p. 278. 

Ibid. ''New investment is in no way affected by the level of consumption expendi¬ 
tures, but only by the changes in the level of consumption. When consumption rises 
and falls, replacement and new inv-estment expenditures are thereby affected, but the 
basic level of replacement expenditures is determined by the level of consumption.” 
(Italics in original. Copyright 1941 by W. W. Norton and Co., Inc.; reprinted by 
permission of the publishers.) 
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Kuznets, on the other hand, f^oes to the opposite extreme. He restricts 
assumption (b) to distributive stocks (i.e., inventories of middlemen) and 
makes assumption (a) for durable equipment.^® This assumption is not 
tenable except for capital goods which have infinite durability in the 
sense that they do not wear out with use. 

The effect of rephu^ement expenditures on the total demand for 
capital goods is to introduce the possibility of a different timing relation 
between changes in the production of capital goods and changes in the 
rale of change of the production of finished goods. As the level of con¬ 
sumption rises, replacement expenditures rise because of the factor (b). 
Tlie rise in replacement expenditures may offset a fall in new investment 
expenditures arising out of a decline in the rate of increase of consump¬ 
tion. This point was stressed by Frisch. Pigou also seems to show aware¬ 
ness of the point.Since Pigou uses the term “very probably” instead 
of “must” for the total demand for capital goods, he apparently feels 
that although the growing replacement demand might be sufficient to 
offset a decliru^ in the rate of growth of production of finished goods, 
such an eventuality is unlikely. This view is consistent with that of 
Clark, who felt that Frisch’s point was relatively unimportant.One is 
inclined to agree with Clark, despite Frisch’s insistence on the signifi¬ 
cance of the principle.'*^ Hansen has apparently accepted Frisch’s con¬ 
clusions as being of some importance.Haberlcr also refers to Frisch’s 
analysis but interprets it differently. Frisch clearly made assumption (b), 

3^ Kiiznets, op. cit., p. 219 n.3 “In studying Frisch’s conclusions it must be remeni- 
lx*red that tliey are applicable only to the type of capital goods . . . best exemplified 
by stocks of distributive trades, but not applicable to durable^ fixed equipment, the re¬ 
placement d(Muancl for which is obviously not related directly to current output.” 

Pigou, loc. cii. “If th(i diMiiand for consumption goods grows at a (‘Oiistant rate, 
the demand for new instruments to provide for new production will be constant, and 
the demand for new instruments to make good wear and tear will gradually increase, 
so that the demand for iic‘w instruments as a whoh* will gradually increase. If . . . the 
rate at which the demand for consumption goods is increasing decreases, the demand 
for new instruments for new production mmt decrease, and the demand for new in¬ 
struments in the aggregate will very probably decrease.” [Reprinted by j>ermission of 
the Mat^millan Company, pulilishers.] 

Clark, Journal of Polilical Economy, December, 1931, pp. 811-16. 

Frisch, Journal of Polilical Economy, April, 1932, p. 254. 

Hansen, Full Recovery or Sfagnation?, p. 49. “It is not true that the rate of in¬ 
vestment must decline when the rate of increase of consumption begins to slow down. 
It is not even true that it must decline at all. One can set up a model under the sim¬ 
plified conditions which have usually been assumed, showing that it will so decline 
after a time. And one can also, as Frisch has done, set up models under which both 
investment and consumption reach an asymptote with no absolute decline occurring 
in either one.” [Italics in original. Copyright 1938 by W. W. Norton and Co., Inc., 
reprinted by permission of the publishers.] 
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that replacement demand would rise with increased output of finished 
goods, all capital goods (both new and old) wearing out sooner because 
of the increased output. Thus a rise in replacement demand would take 
place at once and the possibility of a changed timing relation would exist 
at all times. Haberler, however, seems to think Friscli has made assump¬ 
tion (a), that replacement demand depends on the size of the capital 
stock. As the capital slock rises through increased investment, then, 
when the neiv capital goods have to be replaced (e.g., in ten years), 
there is a possibility of a hitch developing in tlie time relation.^® Thus 
Frisch’s point would become a rare coincidence instead of a continuous 
possibility. 

The effect of the introduction of replacement expenditures, under 
assumption (a) or (b) or both, makes it important to recognize con¬ 
stantly the distinction between net and gross investment. Net invest¬ 
ment can be treated as a function of changes in the production of finished 
products.^^ Gross investment must be considered a function not only of 
this but of the level of consumption (assumption (b))'*^ and also the 
amount of capital stock (assumption (a)).*® There is, moreover, the 
possibility that the amount of replacement might vary witli many addi¬ 
tional factors.These are practical considerations which cannot be 
ignored in considering fluctuations of capital goods production as a 
whole. The timing relationship may be affected if replacement is suffi¬ 
ciently important. 


“ If capital equipment is being continuously increased by equal amounts per unit 
of time, the demand for rcplaceiuenl must rise after a while to a imw level. Tn our 
numerical example, this point would be reached after ten years, when the 50 additional 
machines of the first year are worn out and must be replaced.*' [Italics added.] 
Haberler, op. cit, p. 91. 

** That is. In = A{Cn — Cn^i) as previously stated (leaving aside the question of 
stages for the moment). 

Where G is gross investment, R replacement expenditures, and B the relation be¬ 
tween the level of consumption and replacement expenditures, we have 

/?n = 5 • Cn-l 

and 

B ■ Cn-l ^A(Cn- Cn^l), 


Where Kn^y is the stxxik of capital at time n — 7 and D the relation between it 
and replacement expenditures at time n, we have 


Rn ^ B • Cn-l + D • Kn^y 

Gn = J5 . + D « Kn-y + A(C« ~ Gn^l). 


It may be necessary to introduce Bn and £)», just as we introduced v4„. 
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Significance of the Assumption of Full Employment 

The above discussion of the principle of derived demand and of the 
distinction between gross and net investment has been confined to funda¬ 
mental characteristics of the principle of acceleration. We now turn to a 
discussion of the assumption which was imposed for purposes of analysis, 
namely the assumption of full employment. This assumption was im¬ 
posed in order to keep the Accelerator constant, at least in so far as the 
degree of utilization of equipment is concerned. Before we try to relax 
the assumption it is important for us to be certain of its implications. 

It is generally ttiken for granted that the acceleration principle, 
under its usual rigid assumptions, leads to the conclusion that an in¬ 
crease in the rate of increase of consumption will precede an increase in 
(net) investment. This is impossible, however, if we take the assumption 
of full employment literally. If there is really full employment in the 
economy, both in the capital goods and the consumption goods indus¬ 
tries, there can be no incrc^ased rate of increase of production of con¬ 
sumption goods until more e((uipment is provided; and more equipment 
cannot be provided by the fully employed capital goods industries unless 
they temporarily divert resources from other parts of the economy, i.e., 
from the consumption goods industries. A transfer of resources is neces¬ 
sary from coiisuinption to capital production with the result that the 
increase in rate of increase of consumption can only/o//ou> an increase in 
investment. Yet most authors have glibly made or implied the assump¬ 
tion of full employment and, at the same time, have taken it for granted 
that the increase in rate of increase of consumption would precede the 
increase in investment. Few have even realized that there was a problem 
involved. 

The need for a transfer of resources was recognized by Aftalion, who 
played an important part in the development of the acceleration prin¬ 
ciple.^® Tinbergen also shows an awareness of the difficulty involved.^® 
Long has also considered the question. 

In general, however, there has been a failure to recognize the sig- 


A. Aftalion, Les crises periodiques de surproduciion (Paris: Marcel Riviere, 1913), 
Vol. II, p. 164. 

“When capacity is fully utilized . . . it is . . . necessary that the increase in 
current production be preceded by an increase in capacity ... If the movement is 
cyclical, new investment should lead current production (current demand) . . . “ 
Tinbergen, op. ciL, Ecorwimtrka^ July, 1935, p. 253, 

^ Long, op. ciL, pp. 41, 58. 


77 



GOVERNMENT EXPENDITURES 


nificance of the assumption of full employment for the time sequence 
involved. Haberlcr recognizes the fact that the assumption of full em¬ 
ployment interferes with the operation of the acceleration principle. He 
recognizes that “ . . . under full employment, the production of con¬ 
sumers’ goods or that of producers’ goods are alternatives,”^^ but in a 
footnote he modifies this statement.^- Clark does not deal explicitly with 
the question. After he allows for “the lime required to make equip¬ 
ment”®^ and “the limited capacity of tlic equipment-making indus¬ 
tries,”®'* he still concludes “ . . . the work of making equipment may 
lag considerably behind the need (as it naturally would do) and still it 
will naturally reach its highest point and start downward before the con¬ 
sumers’ demand does so.”®® Frisch mentions that he could take ac(x.)unt 
of the fact that “capital production takes time” without altering “mate¬ 
rially” the results he derived through considering replacement iiivest,- 
ment.®® Actually, however, the time sequence might be completely upset. 

The failure to recognize the significance of the assumption of full 
employment may be traced in some cases to a failure to consider at all 
the question of appropriate time sequence. In other cases, however, an 
outright error has been committed. Ilaberler does not make the error of 
specifying an incorrect time sequence.®^ Robertson, on the other hand, 
implies a coincidence of all changes.®^ If we leave out all time lags in 

Haberler, op. cii., p, 51. 

“The fact that the production of consumers’ goods can he expanded only at the 
expense of a reduction in the production of producers’ goods and vice versa does not, 
of course, hold if there are idle factors of production uvai!al)ie. Fmthennore, it 
does not precdiide the possibility that, besides this {)hysical connectit)n between the 
production of the two categories of goods, there may be connections of another nature 
—e.g., an increase in the production of consumers’ goods may tend to stimulate the 
production of producers’ goods, as postulated by the ‘acceleration principle’.” Ibid,, 
p. 51n. 

Clark, Studies in the Economics of Overhead Coshi, p. 392. 

Ibid, 

w Ibid., p. 393. 

Frisch, op. ciL, Journal of Political Economy, October, 1931, p. 652. 

“In its more rigorous form, it [the acceleration principle] postulates a certain 
quantitative relationship between the production of finished goods and that of their 
means of production. In a less ambitious form, taking all qualifications into considera¬ 
tion, it simply says that an increase in demand for, and production of, consumers’ 
goods tends to stimulate investment and that a fall in the former t^nds to affect the 
latter adversely.” Haberler, op, ciL, p. 97. 

“Thus, as has often been pointed out, if 10 per cent of cotton-spinning machin¬ 
ery is normally replaced every year, an increase of 10 per cent in the annual demand 
for cotton-yarn will warrant in the first year an increase of 100 per cent in the output 
of cotton-spinning machinery, to be followed, however, in subsequent years by a 
relapse to nearly the old level,” D. H. Robertson, Banking Policy and the Price Level, 
p. 11. (London: P. S. King and Son, 1926). 
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interpreting the acceleration principle, then, as Kalecki points out,^® we 
must reach the conclusion that, at the top of the boom when consump¬ 
tion is stationary, investment should fall to the level of depreciation, 
while in actual fact its maximum is reached almost at the same time as 
that of consumption. 

In his early formulation of the acceleration principle Clark indicates 
his belief t hat the cause of th(i fall in investment is a decline in the rate 
of increase of consumption, which precedes the fall in investment (which 
in turn precedes the fall in production of finished products). He points 
out (hat the maximum and minimum points in the demand (for capital 
goods) tend to precede the maximum and minimum points in the demand 
for finished products. In that way the effect appears to precede its own 
cause.®" A reference to a lead is also made by Clark in a later article. 
He elaborates on the point and suggests, as reasons, “It takes time to 
formulate plans, carry through the necessary financing, place orders or 
let contracl-s, and carry Ihe wwk to completion.”®^ Frisch also mentions 
“a little interval of time” between tlie decline in the rate of increase in 
consumption and the fall in capital production. In the formulation of 
Sarnuelson, moreover, a positive lead of the consumption element over 
the investment element is explicitly recognized.®^ This formulation is 
reproduced by Hans(*n.®^ 

To summarize, the implications of the assumption of full employ¬ 
ment have not been recognized fully. For all practical purposes the 
assumption is an impossible one when applied to the acceleration prin¬ 
ciple as usually formulated. The customary statement of the principle 
(including that given in the earlier parts of this chapter) is incorrect. 
No increase can take place in the rate of increase of consumption until 
an increase takes place in the production of capital goods for new invest¬ 
ment purposes. Only after investment rises can the rate of increase of 
consumption be stepped up. Does the acceleration principle have nothing 
to do, then, with the increased investment? Here we must bring in ex¬ 
pectations, based on increased demand expressing itself in higher prices 
of consumption goods. We may expect the following sequence: an in¬ 
crease in the demand for consumption goods (i.e., a shift of the aggre- 

Kalecki, op. cii., p. 65. 

Clark, op. cii.^ Journal of Political Economy, March, 1917. 

Clark, op. cit., Joanuil of Polilical Economy, October, 1932, p. 692. See also 
Clark, Strategic Factors in Business Cycles, p. 37. 

Frisch, op. cif., Journal of Political Economy, April, 1932, p. 254. 

Sarnuelson, op. cit., Review of Economic Statistics, May 1939, p. 76; and op. cit.. 
Journal of Political Economy, December, 1939, p. 791. 

^ Hansen, Fiscal Policy and Business Cycles, pp. 279—82. 
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gate demand curve to the right); a rise in prices of consumption goods 
(since the consumption goods industry is operating at capacity); an in¬ 
creased demand for equipment; an increased production in the capital 
goods industry at the expense of the production of consumption goods; 
an increased rate of increase of production in the consumption goods 
industry. This is, of course, an oversimplified analysis but it is basically 
sound under conditions of full employment. The time sequence of the 
production items is the reverse of that usually taken for granted. The 
increase in the rate of increase of consumption must follow rather than 
precede the increased investment.®® 

Underutilization of Capital Equipment 

When we relax the assumption of full employment a great many 
additional possibilities are opened up. It is important to consider these 
possibilities in view of the actual significance of changes in the d(^grce of 
utilization of equipment. Kalecki points out that “it is clear from trade 
cycle statistics that it is precisely the fluctuation in the use of equipment 
which accounts chiefly for changes in output, and the proportionate in¬ 
crease or decrease of equipment is of minor importance.”®® Although one 
would have to question the “minor importance” of fluctuations in the 
production of capital goods, there can be no question regarding the im¬ 
portance of fluctuations in the degree of utilization of equipment. This is 
particularly true because the issue of large government expenditures 
usually arises under conditions of underutilization of equipment. 

The possibility of underutilization has, accordingly, been recognized 
by many of those who have wTitten on the acceleration principle—but 
as a “qualification” modifying, in some indefinite way, the operation of 
the acceleration principle. The precise effect which unused capacity may 
have on the Accelerator and on the time sequence has not been formu¬ 
lated. Clark, for instance, speaks of the fact that a “complication arises 
because fluctuations in demand for products or services are not instantly 
followed by the precisely appropriate fluctuations in stocks and current 
output of the durable goods required as means to make the products or 
render services.”®^ The precise effect which this complication may have 
on the Accelerator and on the time sequence is not indicated. Kuznets 
carries Clark’s suggestion a few steps further in a general w^ay.®® 

•“Thus/.-! « A(C„ -Cn-l). 

•* Kalecki, op. ci/,, p. 65. Cf. Kuznets, op. ciL^ pp. 231-35. 

Clark, Strategic Factors in Business Cycles^ p. 37. 

Kuznets, op. cit., p. 235. 
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Effects in Absence of Inventories of Equipment 

We shall first consider the case where there are no inventories of 
uninstalled equipment. The consumer goods industries are assumed to 
be operating at capacity but equipment in the capital goods industries is 
not fully utilized. Here no transfer of resources from the consumption 
to the capital goods industries would be necessary. An increase in the 
rate of increase of consumption goods production would» nevertheless, 
have to follow rather than precede the increased production of capital 
goods. Tlie additional equipment would have to be produced before an 
increase could take place in the rate of increase of consumption. 

If the consumers’ goods industries are operating below capacity and 
the capital goods industries are operating at capacity, then the rate of 
increase of consumption can rise immediately but there can be no change 
in investment except by diverting some of the new capital goods from 
the production of consumption goods to the production of capital goods. 
Whether such diversion is needed immediately depends on the policy 
with respect to underutilization adopted in the consumption goods in¬ 
dustries. If the policy is to maintain a certain level of underutilization 
then the pressure of the capital goods industries will arise as soon as the 
level is reached. The course of events is then the same as in the case 
of full employment. A transfer of resources must first take place and 
only then can the acceleration principle operate—but again in reverse 
(from that point on) with the increase in rate of increase of consumption 
following rather than preceding the increased investment. 

Where underutilization exists in both consumption and capital goods 
industries the time sequence depends on the policy adopted with respect 
to the degree of utilization. If the policy throughout is to utilize all plant 
capacity fully, then the increased rate of increase of consumption may 
precede or accompany the rise in capital goods production. If a given 
level of underutilization is maintained as a matter of policy in the con¬ 
sumption goods industries, then the increased rate of increase of con¬ 
sumption may have to follow the increased production of capital goods. 

In all these cases the size of the Acc^elerator depends not only on the 
degree of underutilization in the consumption goods industries but on 
the policy adopted with respect to such underutilization. The Accelerator 
need not be zero or even less than it would be under conditions of full 
employment in the consumption goods industries. If new equipment is 

Cf. Tinbergen, op, ciL, Economica, May, 1938, p. 167 and Haberler, op, cii., 
p. 307. 
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ordered as soon as the degree of underutilization in the consumption 
goods industries begins to be reduced then the Accelerator may be as 
large as ever. If no new equipment is ordered until all or a given degree 
of underutilization is removed, then the Accelerator may be zero for a 
while. If a mixed policy is followed, orders for new equipment being 
given but with a view merely to reducing the rate of elimination of 
underutilization, then the Accelerator would lie between zero and its 
“full employment’* value. 

Effects with Inventories of Equipment 

The existence of inventories of uninstalled equipment has the same 
effect as underutilization in the narrower sense, but now we must deal 
with inventory policy rather than “underutilization policy.” The capital 
goods industries willing, the inventories of equipment can be put to work 
at once in the production of consumption goods. If the capital goods 
industries do not try to replenish their stocks, then the Accelerator may 
be zero. If they try to replenish their stocks as they are depleted, then 
the Accelerator may be at the full employment level and the increased 
rate of increase of consumption may accompany the increased production 
of capital goods. Numerous other possibilities exist, particularly when we 
consider the various combinations of degrees of underutilization, amount 
of inventories, and management policy with respect to both these factors. 

Significance of Underutilized Equipment 

The conclusion to be drawn from this analysis is that the effect of the 
existence of underutilization and inventories of equipment may result in 
an Accelerator ranging from zero to the “full employment” level and of 
a time sequence in which the increased rate of increase of consumption 
may follow or accompany as well as precede the increased investment.^® 
These various possibilities enrich rather than invalidate the acceleration 
principle. We need not follow Tinbergen in saying that “there must be 
already for theoretical reasons some doubt as to the validity of the ac¬ 
celeration principle merely because of the existence of underutilization 
of equipment. The result obtained in any circumstance can be formulated 
precisely, given information regarding underutilization and inventories, 
and management policy respecting these factors. A realistic approach to 
the acceleration principle must recognize such possibilities even though 

^®The possibilities are: /n+i « A„(C» — C»-i), In ** An(Cn — Cn-i), and Jn-i 
« An{Cn — Cn^i). Whetc A is the technical value for A appropriate to a level of full 
employment, we have o < An < An- 
Tinbergen, loc, ciL 
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the data necessary for a precise formulation under given conditions may 
be lacking. 

Expectations 

The variability of the Accelerator and of the time sequence involved 
in the operation of the acceleration principle is greatly increased when 
we introduce all the possibilities which arise when expeclaiioris of in¬ 
creases in consumers’ demand are considered. The eiffects which the 
government expenditures may have on expectations must be taken into 
account fully. An increase in investment need not be geared to any actual 
increase in the rate of increase of consumption but may be geared to an 
expected increase. The expected increase may be of much greater magni¬ 
tude tlian the actual increase, if any, giving rise to the expectation. The 
reason for this becomes clear when we consider the nature of the acceler¬ 
ation principle. 

libcPECTATIONS AS A FaCTOR IN INVESTMENT DECISIONS 

The essence of the acceleration principle is that a relatively great 
investment in durable equipment may take place as a result of relatively 
small changes in the demand for finished products. Such heavy invest¬ 
ment will necessarily be affected by expectations regarding the future. 
Thus the actual Accelerator may be different from that required by rigid 
technical considerations confined to changes which have taken place. 
With a quantity-elasticity of expectations greater than imity^^ (with 
respect to the consumption changes which have taken place) the Ac- 
c(‘Ierator would tend to be greater than that determined by rigid techni¬ 
cal considerations adequate merely for the changes which have taken 
place in the demand for finished products. W^ith a quantity-elasticity of 
expectations less than unity the Accelerator would tend to be less than 
this. With a quantity-elasticity of unity the Accelerator would tend to be 
that determined by changes in current demand.'^ It is, therefore, the 
state of expectations rather than purely technical characteristics w^hich 

Cf. J. R. Hicks, Value and Capital (Oxford: The Clarendon Press, 1939), p. 205. 
On the limitations of the concept of elasticity of expectations see several articles in the 
Review of Economic Studies: N. Kaldor, “A Note on the Theory of the Forward Mar¬ 
ket,” June, 1940, especially p. 196; R. G. Hawtrey, “Mr. Kaldor on the Forward 
Market,” June, 1940, cspeciiilly pp. 202-03; G. L. S. Shackle, “The Nature of the 
Inducement to Invest,” October, 1940, especially p. 48; and A. G. Hart, “Uncer¬ 
tainty and Inducements to Invest,” October, 1940, especially pp. 52-53. See also A. 
G. Hart, “Keynes’ Analysis of Expectatons and Uncertainty,” Chapter 31 in The 
New Economics, S. E. Harris, ed. (New York: Alfred A. Knopf, 1947). 

^*Long introduces the idea of positive, negaiive, and neutral confidence along 
similar lines. See op, cit., pp. 46, 60-61. 
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determines the size of the Accelerator. Replacement, underutilization, 
and inventory policies are likewise affected by expectations. These 
policies, in turn, influence the degree of magnification obtained. 

We have not considered negative elasticity of expectations. On this 
point Pigou’s statement is interesting: “When . . . a boom is actually in 
progress, it requires great self-control on the part of businessmen to act 
on the presumption that the boom will soon give place to a depression.”"^ 
We may assume that a negative elasticity of expectations is a rare 
phenomenon. 

Expectations in the Acceleration Principle 

Although expectations are an integral part of economic theory the 
significance of expectations in the context of the acceleration principle 
has not always been understood, the relationship involved in the prin¬ 
ciple generally being considered some sort of technical one based on 
realizations, not expectations. A few writers have, however, recognized 
explicitly the role of expectations in discussing the acceleration principle. 
Pigou’s discussion of the principle, for instance, runs in terms of expec¬ 
tations: “ ... it seems that the first stage towards a boom is an ex¬ 
pansion in dealers’ forecasts of the public demand for consumption goods 
and, therefore, in their own orders for them, and that the associated ex¬ 
pansion of demand for instrumental goods is an effect of this."^^' Although 
Pigou does not go into the resulting time sequence it would scern evident 
that under such circumstances the increase in the output of capital goods 
might precede the actual increase in the rate of increase of consumption. 
Clark does not go very fully into the question, but he says that “Easy 
credit, combined with an optimistic and speculative spirit, may tend to 
push expansion beyond its logical proj>ortions as dictated by actual 
demand.”^® Kuznets, moreover, suggests that “Other factors disregarded, 
there will ... be a natural tendency for the entrepreneur to hesitate in 
committing himself to an increase in his stock of durable capital goods 
in response to a rise in the demand for finished products.”^^ 

Wright makes an emphatic statement on the place of expectations in 
the acceleration principle: “The point which I wish to stress is that 
exactly the same effects of magnification of derived demand could occur 

Pigou, op. cit, p. 108, n. 2. [Reprinted by permission of the Macmillan Company, 
publishers.] 

Ibid.^ p. 113. [Reprinted by permission of the Macmillan Company, publishers.] 

Clark, Strategic Factors in Business Cycles, p. 40. 

Kuznets, op. ciL, p. 229. 
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if there were no changes in the consumption of (say) shoes, but instead 
an increase in orders for shoe machinery due solely to changes in entre¬ 
preneurial expectations or to innovation.Angell likewise puts great 
stress on expectations. Discussing the place of the acceleration principle 
he says, “Regardless of the state of present demand, entrepreneurs will 
not increase present capacity unless their anticipations for the future 
warrant the step.”^® He interprets the acceleration principle in terms of 
either “expected or realized” expansion.Haberler®^ and Long®^ have 
also explained the place of expectations in the acceleration principle. 

Once we introduce expectations, then even “innovations” and such 
long-run projects as railway-building are not necessarily outside the 
scope of the acceleration principle. Such projects were used as the basis 
for a criticism of Ilarrod^-^ by Robertson*^^ and Hansen®^ but there is 
certainly an element of expected demand involved. It is true, however, 
that the longer the period considered the more blurred becomes the 
relationship. 

Significance of Expectations 

As a result of expectations it becomes apparent that the Accelerator 
and the time sequence may vary and the latter may become indistinct. 
A relatively slight increase in consumption may affect expectations so 
favorably as to promote a much larger magnification of derived demand 
than would otherwise be possible. The manufacture of equipment might 
be well under way by the time the expectations are realized; or the ex¬ 
pectations may be disappointed. Hence there may be only a negligible 
increase in consumer demand preceding the increase in investment and 
then a substantial iiu reasc accompanying or following the increase in the 
production of capital goods (if expectations are realized); or merely an 
increase in the production of investment goods without any appreciable 
change in the demand for consumption goods (if expectations are dis¬ 
appointed). Yet the changes w hich take place in the production of capital 
goods may be directly traced in these circumstances to the operation of 

78 Wright, op. ciL, Reviao of Economic Slaiisiics, May, 1941, p. 100. 

J. W. Angell, Investment and Business Cycles (New York: McGraw-Hill Book 
Company, 1941), p. 89n. [Copyright; reprinted by permission of the publishers.) 

Ibid., p. 109. 

Haberler, op. ciL, pp. 102, 306. 

*®Long, toe. cit. 

Harrod, op. cit., p. 54. 

D. H. Robertson, review of Harrod, Canadian Journal of Economics and Political 
Science, Vol. 3 (February, 1937), p. 126. 

Hansen, Full Recovery or Stagnation?, p. 51. 
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the acceleration principle, when the latter is formulated in terms of ex¬ 
pectations. However strongly the acceleration principle may operate in 
such cases the magnitude of the Accelerator and the time sequence 
between actual change in the rate of change in consumption and actual 
change in the rate of investment cannot be determined without reference 
to the elasticity of expectations, the degree to which the expectations 
are realized and the period during which the realization takes place. 
There are additional complications where expectations are influenced by 
the prospect of indirect repercussions of government expenditures on 
governmental, business, and labor policies generally. 

Interrelations of Production, Prices, and Profits 

In the above discussion it may not be self-evident that the operation 
of the acceleration priTjciple involves changes in prices and profits in the 
consumers’ and producers’ goods industries and not merely in the physi¬ 
cal volume of goods and services produced. Certainly from some of the 
published work on the subject one might get the impression that the 
acceleration principle is something apart from the price or profit system. 
Kuznets, for instance, recognizes the effect on profits^*^ but carries on 
the major part of his discussion of the acceleration principle on the 
assumption of constant prices of finished products.*’ Tinbergen, on the 
other hand, recognizes the effect on prices** but continually contrasts 
the “profit principle” with the “acceleration principleand feels that 
“an explanation of investment fluctuations by profit fluctuations is more 
natural . . . We shall consider the way in which the operation of the 
acceleration principle involves changes in prices and profits. 

Profits as a Stimulant to Investment 

An increased demand for and output of consumers’ goods will ordi¬ 
narily result in a rise in the total volume of profits owing, for one thing, 
to the increased turnover. If prices rise and wages lag the profit margin 
will also be increased. And if unused capacity exists to begin with and 
this capacity is employed in the increased production so that no new 
capital investment is immediately made, the rate of profit per unit of 
capital invested will also rise. The same type of change in profits will 

^ Kuznets, op, cit., p. 236. 

87 Ibid, p. 235n. 

8* Tinbergen, op. cit.y Economica, May, 1938, p. 168. 

89 See Vol. I of Tinbergen^s League of Nations study cited on p. 67, note 1, above. 

99 Tinbergen, op. cil.. Economica, May, 1938, p. 167. 
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take place if there is solely a price rise and no increased production. It is, 
in fact, through the changes in profits (measured in one way or another) 
that the acceleration principle works. 

If we take account of the effect on expectations when orders for new 
equipment are given, then prospective profits also play a part. The rise 
in profits which takes place in the consumption industries results in 
equipment orders and expanded production of capital goods. The ac¬ 
celeration principle operates through the increased profits in the con¬ 
sumption goods industry to an increased production of capital goods. 
Moreover, emphasis on the change in profits might be a convenient 
method of considering tlie operation of the acceleration principle in any 
case for it would embody the effects of both a change in consumers’ 
goods production and any change which takes place in the prices of 
consumers’ goods. A relatively small rise in prices, for instance, might 
increase profits greatly, however measured. A given change in the produc¬ 
tion of capital equipment might be directly traceable to the consumers’ 
goods industries, through the operation of tlie acceleration principle, yet 
the production of consumers’ goods and the prices of consumers’ goods 
may change so little as to give the impression that the principle was not 
in operation. In such cases the change in profits in the consumers’ goods 
industry might show a closer relation to the changes in the production 
of capital goods and thus would give a truer picture of the process to 
which the acceleration principle points. 

In short, a close relationship between profits and investment might 
be evidence of the operation of the acceleration principle. Profits may 
have risen for other reasons, of course, and the task of the statistician 
would be to determine tlie ri^lative strength of the various reasons. The 
“profit principle” really includes the acceleration principle and other 
factors, such as what Tinbergen might label the “cost principle.” The 
aggregate of profits would, of course, be as useless in considering the 
acceleration principle as would the aggregate of national output. It is 
necessary to distinguish the profits of consumption and capital goods 
industries just as w ell as the production of these industries. 

Discussions of the Interrelationship of Profits and the 
Acceleration Principle 

The relation between the acceleration principle and profit changes 
has not been ignored completely in the literature. Mitchell, for instance, 
regards the acceleration principle as part of the “profits” theory. He 
says that J. M. Clark fitted the acceleration principle into the profits 
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theory.®^ Kuznets deals with the relation between profit fluctuations and 
unused capacity. Profits will tend to fluctuate directly with the degree 
of utilization of equipment. Since the extent of overcapacity created in 
the upswing depends partly on the size of what we have called the 
Accelerator, then the latter will help determine profit fluctuations. 
Through the operation of expectations, fluctuations in profits, together 
with the existence of overcapacity, affect the timing relation. Similarly, 
Haberler mentions that investment becomes profitable as a result of the 
increased demand.®^ Robertson also deals with the question of profits 
explicitly in the context of the acceleration principle but on a more 
general plane. 

Price Changes 

We may deal a little more fully with the price changes to which 
reference is made at several points above. An increased demand for 
consumption goods may find expression pmtly in increased production 
and partly in higher prices. Under conditions of full employment there 
will be only the higher prices to begin with. The attendant rise in the 
profitability of the production of consumption goods will give rise to 
orders for new equipment. If the capital goods industries are also at or 
near capacity there will tend to be a rise in prices of capital goods. Thus, 
depending on the degree of underutilization, the acceleration principle 
may operate through price changes. These price changes are integral 
pai-ts of the theory and, combined with changes in production and 
profits, form the link between the consumption and capital goexis indus¬ 
tries postulated by the theory. 

With the introduction of prices into the theory the emphasis can be 
changed from output of consumers’ goods to outlay on consumers goods. 
We may refer to the demand function and its changes. A shift in the 

®^W. C. Mitchell, Business Cycles: The Problem and Its Setting (New York: 
National Bureau of Economic Research, 1927), p. 44. 

Kuznets, op. cit., p. 236. 

*3 Haberler, op. cit., p. 308. 

** ... the increased profits made in the consumption trades constitute both a 
means and a motive for increas(;d capital expenditure ... In the mind of j)e8sinnst B 
the spectacle of expansion breeds a different fear . . . rich people have less need to 
spend up to the hilt than poor people; hence sooner or later the rat^e of increase in the de¬ 
mand for consumption goods will decline, and with it will decline the incentive to pur¬ 
chase capital goods even on the existing scale. The entrepreneur profits which have 
been the shfict-anchor of revival will creep into funk-holes and so be revealed as the 
fans et origo of collapse.” D. H. Robertson, “A Survey of IModern Monetary Con¬ 
troversy,” in Essays in Monetary Theory (London; P. S. King & Son, 1940), pp. 134 
and 145, respectively. 
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demand curve may give rise to the development postulated by the ac¬ 
celeration principle.®^ 

Discussions of Price Changes in the Acceleration Principle 

The place of prices in the operation of the acceleration principle has 
been recognized by a few authors. Carver’s early formulation of the 
principle was in terms of prices for he says, “A slight rise in the price of 
consumers’ goods will so increase the value of the producers’ goods which 
enter into their production as to lead to larger investments in producers’ 
goods . . . Aftalion, who is credited with a part in the early develop¬ 
ment of the acceleration principle, explained the place of prices in the 
acceleration principle.*^^ Similar ideas are expressed by Haberler,®*^ Tin¬ 
bergen'^-* introduces prices of consumers’ goods into the mathematical 
formulation of the acceleration principle suggested by Frisch, making 
production of consumers’ goods depend on the price level of consumers’ 
goods. He also discusses the place of consumers’ outlay and prices, on 
the basis of suggestions made by Staehle.^**'' 

Significance of Price and Profit Changes 

The acceleration principle is thus an integral part of price and profit 
theory; it operates through price and profit changes. The acceleration 
principle is based on a technical relation existing between two adjacent 
stages of production but the operation of the principle involves changes 
in prices and profits. Thus the acceleration principle cannot be contrasted 
with the “profit principle” any more than the principle of diminishing 
utility can be contrasted with the law of demand. A close relation be¬ 
tween profits in consumption goods industries and the output of capital 

Knight apparently has this type of relationship in mind. “That ‘demand* is 
cdso taken as an absolute quantity, as well as a quantity for an arbitrary period, is 
evident. As soon as the correct view of it as a function is substituted, the argument 
sefjms to becioine practically meaningless. But a change in the rate of groT^th of demand 
for a product may cause an absolute decline in the ‘apparent demand' for a durable 
means of production (new curve at a lower level), if there is sufficient lack of foresight 
back of the apparent, or empirically actual, demand. The subject is important and 
cries for thorough and careful investigation as to both the theory and the facts.** 
F. 11. Knight, “The Business Cycle, Interest and Money: A Methodological Ap¬ 
proach,** Review of Economic Statistics, Vol. 23 (May, 1911), p. 57n. 

T. N. Carver, “A Suggesh’on for a Theory of Industrial Depressions,** Quarterly 
Journal of Economics, Vol. 17 (May, 1903), pp. 497>-500. 

Aftalion, op. cit., pp. 243 and 401, respectively. 

Habcrler, op. ciL, p. 309. 

Tinbergen, op. cit., Econometrica, July, 1935, pp. 301-302. 

Ibid., op. cit., Economica, May, 1938, p. 168. 
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goods may be evidence of the operation of the acceleration principle. 
The relation between output of consumption goods and output of capital 
goods may appear insignificant or blurred for any one of the reasons pre¬ 
viously given, and yet the acceleration principle may be operating in 
full force. 


Multiplicity of Production Stages 

The foregoing discussion has covered the major points involved in a 
realistic approach to the acceleration principle, with tlie exception of 
technical changes and asymmetry. Before we deal with the latter prob¬ 
lems there are two sets of minor complications to be considered—those 
introduced by the multiplicity of production stages and those introduced 
by the heterogeneity of business firms. 

In employing macro-economic terms such as consumption and invest¬ 
ment, or capital goods and finished goods, we are confronted with the 
problem of the existence of overlapping stages of production. The pro¬ 
duction of (1) consumption goods, for instance, requires the production 
of (2) machinery. The production of (2) machinery requires the produc¬ 
tion of (3) iron and steel. Yet in the production of (3) iron and steel 
it is also necessary to use (4) machinery. In analyzing the relative magni¬ 
tude of the various factors on the basis of the acceleration principle we 
should study separately the following relations: 

(a) between (1) and (2); 

(b) between (2) and (3); 

(c) between (3) and (4). 

Yet both (2) and (4), being machinery, would be combined in any global 
concept of investment and that part of iron and steel production which, 
during the period considered, is not embodied in finished products, would 
also be a component of investment. Hence any global comparison between 
consumption and investment would not, strictly speaking, demonstrate 
the operation of the acceleration principle from one stage to another 
if the data combine (2), (3), and (4). 

In fact, if expectations were favorable all along the line, a relatively 
small change in the production of consumption goods would, by oper¬ 
ating from one stage to the other, result in a magnification of investment 
relatively so great as to make negligible, in comparison, the initial in¬ 
crease in the production of consumption goods. Even where no change 
in consumption has taken place, the analysis applies. A burst of invest¬ 
ment not tied to any particular consumption change may start the ball 
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rolling.When we combine the factor of magnification from stage to 
stage with the factor of overlapping stages it becomes evident that a 
comparison of consumption with the output of all capital goods indus¬ 
tries can throw little light on the actual operation of the acceleration 
principle from one stage to another. 

In short, the operation of the acceleration principle applies only 
between one stage and tlie stage immediately preceding, whereas the 
use of global terms covering substantial periods of time fuses various 
stages so that the result obtmned, however interesting, is not directly 
relevant to the operation of the acceleration principle itself. The magni¬ 
fication taking place would then depend on the structure of production 
and the relationship existing among various stages and not upon the 
technical relationship which lies at the basis of the principle. A com¬ 
parison of the variation in the global concepts might be as much an indi¬ 
cation of the existing structure of production (e.g., in the example, when 
stages (2) and (1) include the same type of goods) as of the operation 
of the principle itself. As a result, a macro-economic statistical study, 
particularly on an annual basis, might be incapable of yielding any con¬ 
clusive results as to the operation of the acceleration principle. 

Heterogeneity of Business Firms 

When we break down our analysis so as to cover the behavior of 
individual firms, the use of global concepts becomes even more question¬ 
able. Given a certain increase in consumer demand the reaction of 
various firms may be radically different because of diflerences in the 
degree of unused capacity,differences in policy with respect to that 
unused capacity and with respect to replacements and the holding of 
stocks, differences in the knowledge on which expectations are based, etc. 
Hence, for some parts of the economy, the increase in consumer demand 
may precede the increase in equipment orders; in some parts it may 
succeed them; in some parts the two may coincide—in accordance with 
the principles discussed in the foregoing analysis. Taking all the firms 

Cf. Wriglil: “ , . . innovations in an early stage of production may cause a 
inagnifit ation of derived demand for goods of an established type in higher stages; and, 
should innovation he taking place in two or three industries drawing from the same 
source, the magnification may be of great extent . . . The market for the capital- 
goods industries may thus in some circumstances become geared to the maintenance 
of a given rale of increase of innovation—not merely a given rate.” Wright, op, cii., 
p. 101. Cf. Wright, Economics of Disturbance^ pp. 76-87 (New York: The Macmillan 
Co., 1947). 

loa Qf Tinbergen, op. ci/., Economica, May, 1938, pp. 166-67. 
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together the effect of the increase in consumer demand may be com¬ 
pletely obscured or may be affected in a manner determined not merely 
by the operation of tlie acceleration principle but by the relative im¬ 
portance of the various types of firms. Hence, again, results obtained 
through the use of global concepts may not tell us whether, or to what 
extent, the principle actually operates. 

Changes in Productive Technique 

We must now turn to one of the most complicated subjects in eco¬ 
nomics—changes in capital intensity. Defining the latter as the ratio of 
capital to output, it can be seen that what we may call the marginal 
degree of capital intensity is related to the Accelerator. The two should 
not, however, be confused. The marginal degree of capital intensity 
would tell us the ratio between the additional output and the capital 
employed in producing that output. The Accelerator tells us the ratio 
between the additional output and the capital goods newly produced 
because of the increased output. The marginal degree of capital intensity 
gives us a relationship between two simultaneous magnitudes; the Ac¬ 
celerator, as it is discussed above, gives us a relationship between two 
magnitudes which may refer to different periods of time. Nevertheless 
the two are closely related, the marginal degree of capital intensity being 
one of the factors determining the Accelerator. The marginal degree of 
capital intensity determines the minimum Accelerator at the level of full 
employment in the consumption goods industries. Unemployed resources 
might reduce the Accelerator below this and a quantity-elasticity of ex¬ 
pectations greater than unity might raise it above this. 

Discussions of Capital Intensity and the Acceleration 

Principle 

The voluminous literature which deals with changes in capital inten¬ 
sity is involved in this problem. The analysis of changes in the Acceler¬ 
ator per se has not been treated very fully and changes in capital intensity 
have received even less attention in the literature on the acceleration 
principle. True, the inevitable “qualification” has been introduced by 
numerous writers. To give one example, Haberler’s suiwey throw^s us 
directly into the lap of the theory of capital intensity,^®® which is a sub- 

103 “jf demand for the product rises and new machinery has to be installed, the 
durability of the new equipment may be different. Whether more or less durable 
machines are employed, whether more or less fixed capital is combined with a given 
amount of labour and circulating capital, depends among many other things on the 
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stantial subject in itself and one which cannot adequately be discussed 
here. Haberler would explain the changes in capital intensity (and thus 
in the Accelerator) by such factors as interest, wages, and general out¬ 
look, not tied solely to the change in consumption demand. To explore 
these qucvstions would carry us too far afield. 

There has, however, been some development along the lines of making 
the changes in capital intensity part and parcel of the acceleration prin¬ 
ciple. Harrod has made a beginning in this direction and Hayek has 
elaborated it and built up a cycle theory around the point. In Ilarrod’s 
analysis, a change in capital per unit of output is the third dynamic 
determinant.^^^ Harrod points out that an increase in the ratio of capital 
to output -in our terms tlie marginal degree of capital intensity—tends 
to offset a slowing down in the rate of increase of consumption, with the 
result that capital production may continue to increase. 

Here the changes in marginal degree of capital intensity are assumed 
to result in corresponding changes in the Accelerator. A fall in the con¬ 
sumption element (rate of increase of consumption) may be offset by a 
rise in the Accelerator sufficient to result in a continued increase in the 
investment element (rate of investment). The changes in the Accelerator 
are caused by the introduction of inventories, by changes in the rate of 
interest, or other factors not directly connected \\ith the consumption 
element. Moreover, the changes may go in the oppovsile direction, re¬ 
inforcing rather than weakening the effect of change in the consumption 
element. 

IIayek’s “Ricardo Effect'’ 

Ilnyck deals with the same question and provides the missing link 
connecling changes in the Accelerator with the changes in the consump¬ 
tion element.In this way changes in capital intensity (which are taken 
to determine the Accelerator throughout his analysis) become a part of 

raUj of interest and the rate of wages and on the general ou11cK>k, that is the expecta¬ 
tions enUTtained by produrrrs about the future dev(dopincnt of wages, interest and 
other cost items on th(* one hand and the future stale of demand on the other.” Haber¬ 
ler, op. cif., p. 97. Cf. Ix)ng, op. ci7., pp. 59, 62. 

It should l)e pointed out that “capital intensity” is sonietirnes defined as a ratio 
of capital to other factor input. Cf. Fritz Machlup, “Professor Knight and the ‘Period 
of Production,'” Journal of Political Economy, Vol. 43, October, 1935, pp. 577-624. 
For our purposes, however, it is necessary to think of capital intensity as capital per 
unit of output. 

Harrod, op. cit. 

F, A. Hayek, Profits, Interest and Investment (London: George Routledge & Sons, 
1939), Part I. Parts of the analysis are presented in his later book. The Pure Theory of 
Capital (London: Macmillan and Co., 1941), pp. 377-96. 
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the acceleration principle; we need no longer look for outside causes of 
changes in capital intensity. Since this theory, if valid, would be an im¬ 
portant advance in the development of the acceleration principle, we 
shall examine Hayek’s analysis closely. Since the theory, moreover, in¬ 
volves a removal of the assumption of a constant degree of capital 
intensity, it holds out possibilities of putting the acceleration principle 
on a more realistic level. An extended evaluation is all the more neces¬ 
sary since the three major comprehensive reviews of the book^°® which 
have appeared are excessively hostile to Ilayck’s analysis. 

In this study Hayek removes the assumption of full employment 
which characterized the analysis in Prices and Production and examines 
the situation where unemployment of labor and capital exists. He also 
assumes rigidity of money wage rates, an assumption which he considers 
to be empirically justified. Other assumptions are immobility of labor 
and equipment and stability of interest rates. On these assumptions the 
analysis runs as follows. During the upswing investment is stimulated, 
partly through the operation of the acceleration principle. At some point 
in the upswing, after stocks of consumption goods are exhausted and un¬ 
employed resources and manpower are used up, tlie increment in th(j 
demand for consumption goods (the Marginal Propensity to (lonsume) 
is greater than the increment in the production of consumption goods 
(which Hayek calls the Quotient, and which is the reciprocal of what 
we have called the “Accelerator’’ of the acceleration principle). As a 
result of this, prices of consumption goods rise and (sinc^e money wages 
and other costs are assumed to be rigid) the volume of profits risers in 
all types of enterprise, regardless of the capital intensity of the technique 
employed. The extent of the rise in the volume of profits being inde¬ 
pendent of the amount of capital involved, the change in the rate of 
profit per unit of capital will not be uniform; specifically, profit rates will 
rise to a greater extent in the less capitalistic methods than in the more 
capitalistic methods.'®® As a result, there will be a tcmdency to employ 
less capitalistic methods than before. This means that the Accelerator is 
reduced. Because of the increase in demand it may well be that invest¬ 
ment, production, and employment continue to increase despite the fall 

106 Profitst Interest and Investment. 

^®^See T. Wilson, “Capital Theory and the Trade Cycle,” Review of Economic 
Studies (June, 1940), Vol, 7, pp. 169-79; and C. Welinder, “Hayek och Ricardo- 
effekten (Tr; “Hayek and the Ricardo Effect”), Ekonomisk Tidskrifl (March, 1940), 
Vol. 42, pp. 33-39; N. Kaldor, “Professor Hayek and the Concertina-Effect,” Eco^ 
nomica (November, 1942), Vol. 9 (New Series), No. 36, pp. 359-82. 

The proof of this is given below. 
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in the Accelerator. At some point in the rise of prices and profits, how¬ 
ever, the fall in the Accelerator becomes so drastic as to offset the impetus 
of the upswing. As a result of this, investment, although still at a high 
level, begins to fall off. 

Through the operation of the acceleration principle this fall in the 
demand for investment goods at any stage is successively reflected and 
magnified in higher stages with the result that in some of the higher 
stages substantial reductions in production and employment take place. 
This contributes to a general fall in demand and income and thus brings 
about the collapse of the boom and explains the upper turning point. 
The cumulative upswing now has its counterpart in the downswing. 
Near the bottom of the depression the forces to which Hayek points 
again begin operation. Owing to the low level of prices and (by assump¬ 
tion) profits, more capitalistic methods are favored over less capitalistic 
methods. When the bottom of the downswing is reached—the bottom 
being set presumably by a minimum of consumption demand or some 
similar factor—any replacement or purchase of new equipment which 
does take place tends to be of a relatively capitalistic, and thus, stimu¬ 
lative, sort. This is Hayek’s explanation of the revival and the subse¬ 
quent upswing. Hayek inserts many qualifications, of course, at various 
points in the analysis. 

Shift to Less Capitalistic Methods in Hayek’s Analysis 

The crucial stage in the above analysis—aside from the assumption 
that real wages fall and profits rise in the upswing—is at the point where 
the rise in profits is said to make less capitalistic methods more profitable 
than more capitalistic methods. This is based on the so-called “Ricardo 
elfect” which Hayek uses to prove that the degree of capital intensity 
falls with a decline in real wages. It is worth while for us to study this 
“effect'’ in detail since on it hinges the central role given by Ilayek to 
the acceleration principle, and changes in the Accelerator, in explaining 
turning points in business cycles. 

The operation of the Ricardo effect may be illustrated through the 
use of the following hypothetical example as shown on page 96.^®® 
Hayek presents his thesis in terms of the Austrian roundaboutness and 
turnover analysis,—the more roundabout the method of production, the 
greater the amount of capital invested.^'® The above example postulates 

Adapted from Hayek, op. ciL, p. 9. Simple interest is assumed. 

For the purfK)ses of the example it is not necessary to go more fully into the sub¬ 
tleties of the roundalK>utness approach. 


95 



GOVERNMENT EXPENDITURES 


Table iO 

Operation op the “Ricardo Effect’* 


Turnover 

Period 

Initial Profit 
(Per Cent) 

! 

Profit After Price Rise 
of 2 Per Cent 
(Per Cent) 

Per Turnover 

Per Annum 

Per Turnover 

Per Annum 

2 years. 

12 

6 

14 

7 

1 year. 

6 

6 

8 

8 

6 months. 

3 

6 

5 

10 

3 months. 

1.5 

6 

3.5 

14 

1 month. 

0.5 

6 

2.5 

30 


an equilibrium situation wliere we have various methods of producing 
the same product, varying in degree of roundaboutness from one inontli 
to two years, all yielding the same rate of profit. If the rate of profit is 
taken at 6 per cent per annum, then the two-year method would be 
yielding profit of 12 per cent on each turnover; the one-year method, 
6 per cent; the six-month method, 3 per cent; the three-month method, 
1.5 per cent; and the one-month method, 0.5 per cent. Now^ suppose that 
the price of the product rises without any corresponding rise in wages, 
interest, or other costs. If the rise is at the rate of 2 points over the 
prevailing price, then the profits on each method also rise 2 points in 
every case, regardless of the amount of capital involved in the method 
employed; i.e., the profit on each method will be 14, 8, 5, 3.5, and 2.5 
per cent, respectively. When this is reduced to a per annum basis, the 
respective rates of return are 7, 8, 10, 14, and 30 per cent, respectively. 
Thus, as a result of the uniform rise in prices, the least capitalistic method 
becomes far more profitable in percentage per annum terms than the 
other methods. Hence, Hayek argues, new and replacement investment 
will tend to be of a less capitalistic nature than would have been the 
case without the price rise. This means that the Accelerator of the ac¬ 
celeration principle falls (since changes in cajiital intensity arc implicitly 
assumed to involve corresponding changes in the Accelerator). 

We may convert this example into ordinary terms to illustrate the 
operation of the principle involved. Suppose two machines valued at 
$200 and $100, respectively, produce the same commodity in a year 
(wdth different amounts of cooperating labor).If both methods are 

This is not identical with Hayek’s “turnover” example, but may serve to indi¬ 
cate the type of problem with which he is dealing. 
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equally profitable in terms of percentage of capital invested per annum, 
say 5 per cent, the total profit yielded by the methods will be $10 and $5, 
respectively. If the price of the product rises, without regard to the 
method of production employed, and the costs remain unchanged, then 
the added total profit each year will be the same for both methods, 
say $10. The total profit yielded by each method then becomes $20 and 
$15, respectively, and the rales of return become 10 per cent and 15 per 
cent, respectively. Hence, as a result of the price rise, the less capitalistic 
method yields a greater profit in terms of percentage of capital than the 
more capitalistic method. 

Investment Fluctuations in Hayek’s Analysis 

Before passing to an evaluation of this method of demonstrating how 
a change might t ake place in the Accelerator of the acceleration principle, 
we should point out that Hayek does not claim that a rise in prices means 
that a fall in investment will actually take place. Although he gives the 
impression that that is what he has in mind at many points where he is 
speaking loosely,he nevertheless clearly indicates, in those parts where 
he is explicitly pn^S(Uiting his analysis, that he is not thinking of any such 
course of events; in 1‘act he stresses the contrary. The increased demand 
characteristic of the upswing will increase investment, despite the tend¬ 
ency toward a decline in capital intensity; the increased demand will 
more than offset the fall in the Accelerator with the result that invest¬ 
ment continues to rise.“^ This increased investment is, in fact, the 
essential part of Hayek’s analysis for it causes a cumulative rise in 
incomes, a cumulative rise in consumer demand (relative to the produc¬ 
tion of consumers’ goods), and thus a cumulative rise in prices. Finally, 
however, the rise in prices is so great relative to the actual physical 
increase in demand that the fall in the Accelerator brought about by 
the rise in prices more than offsets the increased demand taken by itself. 
As a result, tJie tendency toward the use of less capitalistic methods in 
new investment will be such that the rate of increase in investment will 
slow down, investment will eventually come to a standstill, and, beyond 
a certain point in the height of the boom, actually fall.^^^ Likewise, Hayek 
does not claim that in depression a revival of investment will take place 
merely because real wages have risen; the unfavorable effects of a fall in 

Cf. Hayek, op. ciL, pp. 3, 13, 31. 

Ibid., pp. 14-15, 20, 55-56. 

In Hayek’s terms, the fall in the “Multiplier” will overtake the rise in the 
“multiplicand.” 
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demand will far offset any unfavorable tendency resulting from the rise 
in real wages, i.e., any increase in the Accelerator, with the result that 
investment demand will fall despite the rise in real wages. 

Significance of Hayek’s Analysis 

With this picture of Hayck’s model in mind we may turn to a con¬ 
sideration of the validity of the principle involved as well as to the 
reality of the conclusions he reaches. Hayek’s scheme provides us with 
an explanation of changes in the Accelerator; if we could accept his 
analysis as valid and complete we would have a scheme for taking ac¬ 
count of cyclical changes in the Accelerator in a statistical study of the 
acceleration principle. Hayck’s analysis is based on the assumption that 
there are a number of different methods (differing in the relative amounts 
of capital and labor employed) of producing a given produc'l, and that 
businessmen will choose among them according to the profit per unit of 
capital offered by each. If a change takes place raising the rate of return 
on one above the rate of return on the other, there will be a tendency to 
adopt the method which yields the higher rate of return. This change in 
method means a change in the Accelerator, since a different amount of 
capital equipment will now be needed to make possible a given change in 
consumption, 

Wilson^^® has attacked this assumption as being unrealistic. In the 
first place, he claims that a pecuhar sort of production function is in¬ 
volved. A change in the proportion of capital and labor involves a pro¬ 
duction function which is convex upw^ard. This he finds unsatisfactory.'^^ 
Wilson forgets that there are initially several different and equally 
profitable methods of production; this means that there is more than 
one production function. After the price change a point is selected on 
one of the production functions and the rest are not employed at tliis time. 
Hence Wilson’s peculiar curve actually joins points on two separate pro- ^ 
duction functions and his allegations regarding the peculiar shape of 
Hayek’s function are not justified. But is Hayek justified in assuming 
that these various methods exist That is a question on which exact data 
are not available but the presumption is certainly in favor of the existence 

^*®That is, the fall in the “nmlliplicand” will more than offset any rise in the 
“Multiplier.’’ 

Wilson, op. cit, 

. there is no reason whatever why production functions should have this 
peculiar shape.” p. 174.) 
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of various methods (involving a variety of proportions of capital to out¬ 
put) of producing most commodities.^^® 

Even granted the existence of a variety of methods, Wilson claims 
that the businessman will not choose among them in accordance with 
the principles laid down by Hayek. Wilson shows that if two methods 
are equally profitable to begin with they will remain equally profitable 
after the price rise.^^® The trouble is that Wilson thinks of total profit 
when he speaks of “relative profitabifity,” whereas Hayek thinks of the 
rate of profit per unit of capital invested. Hayek assumes that, given two 
methods which yield the same total profit, the businessman would choose 
the one which involves the smaller capital investment, i.e., which yields 
the higher rate of profit per unit of capital invested. Wilson assumes that 
he will be indilTerent between the two. 

The realism of Wilson’s assumption is surely questionable. Even 
though the rate of interest does not rise, i.e., even though additional 
units of capital do not cost more, the businessman is still apt to prefer a 
method involving a smaller amount of capital investment to a method 
involving a larger amount of capital investment if both methods yield 
the same total profit at the optimum pomt. 

The real problem with respect to these choices arises out of the 
likelihood that businei^sinen will adopt the method they consider prefer¬ 
able. Welinder points out that under dynamic conditions the business¬ 
man will not revise his plans to fit a set of conditions which he considers 
to be of a temporary nature. This is true, but during a prolonged up¬ 
swing there is a tciuhaicy for business to make plans as if the favorable 
conditions wore going to continue.^-^ 

The fundamental diiru ulty with Hayek’s analysis lies not wdth these 
problems but with the empirical assumption that real wmges fall in the 

“Following Professor Douglas, Mr. Clark tries to fit a ‘production function’ 
relating capital and labour to output . . . But there is one obstacle which is quite 
sufficient to rule out all attempts such as Professor Douglas’: the non-existence of a 
unique ‘production function.’ With a given volume of labour hours and a given quan¬ 
tity of capital, output will vary according to the tyj>e of equipment used, A set of 
price relationships—amongst wliich the ratio of wages to product prices is probably 
the most important—will determine which of the ‘production functions’ is chosen. 
Thete is no reason at all to assume that production in the United States moved along 
one prodiK'tion function in the period 1899-1923 as is assumed by Professor Douglas 
. . . (E. Rothbarth, review of Colin Clark’s The Conditions of Economic Progress in 

Economic Journal, Vol. 51 (April, 1941), p. 124.) 

“•“The relative profitability of the two methods has therefore been completely 
unaffected by the fall in real wages.” Wilson, op. ciL, p. 176. 

ISO Welinder, op. cil. 

Cf. Pigou, quoted above, p. 84. 
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upswing, i.e., that prices rise faster than money wages. The data avail¬ 
able on this point are not by any means conclusive. Certainly at some 
stages of the upswing prices rise faster than w^ages and other costs. 
The chain of consequences pictured by Hayek is then possible. 

Whatever may be the decision on the above questions, Hayck’s 
analysis of the lower turning point must definitely be discarded. Here, 
he claims, the low level of prices and high level of real wages will make 
any replacements and new investment more capital intensive than they 
otherwise would be. As a result the stimulative effect is felt in the invest¬ 
ment goods industries and an upswing is started. Since the amount of 
net investment is often negative at the bottom of the depression, i.e., 
capital is not even maintained, it is up to Professor Hayek first to show 
what causes the return up to zero and then to a positive net investment. 
Only then can his principle operate. After the turning point has been 
passed, and while real wages are still high (if they are), then the Ricardo 
effect might show why a recovery at the beginning of the upswing at 
least is speedier than would otherwise be the case. But it cannot show 
why the turning point exists in the first place. It must be empliasized 
that for the Ricardo effect to operate, some investment (either gross or 
net) is necessary; this exists at the top of the boom but may be negligible 
at the bottom of the depression. The greater the amount of investment, 
moreover, the more important the influence of the Ricardo effect. Hence 
if the Ricardo effect is only a secondary fai'.tor in the vicinity of the 
upper turning point, it becomes a completely negligible factor in the 
vicinity of the lower turning point. 

Hayek’s promising analysis—promising, because it purported to give 
us an explanation of cyclical changes in capital intensity and the Ac- 

L. Tarshis, “ Real Wages in the Unit^^d States and Great Britain,” Canadian 
Journal of Economics and Political Scienccy Vol. 4 (August, 19.^8), pp. 362-75 ; reprinted 
in Readings in Business Cycle Theory; J. T. Dunlop, “The Movement of Iteal and 
Money Wage Rates,” Economic Journoly Vol. 48 (September, 1938), pp. 412-34; 
L. Tarshis, “Changes in Real and Money Wages,” Vol. 49 (March, 1939), pp. 150-54; 
J. M. Keynes, “Relative Movements of Real Wages and Output,” pp. 31-51; J. H. 
Richardson, “Real Wage Movement-s,” Vol. 49 (ScptemlK'.r, 1939), pp. 425-41; R. 
Rugglfts, “The Relative Movements of Real and Money Wage Rates,” Quarterly 
Journal of Economics y Vol. 55 (Novernljer, 1940), pp. 130-49; J. T. Dunlop, “Real and 
Money Wage Rates—A Reply,” Vol. 55 (August, 1941), pp. 683-91; L. Tarshis, 
“Further Comment,” pp. 691-97; R. Haggles, “Rejoinder,” pp. 697-700. Cf. Kalecki, 
op. cil.y pp. 75-92. 

Hayek makes an expositional error by emphasizing the fall in real wages. One 
might plausibly ask, What of the fall in real interest, since money interest has been 
assumed constant? The fact is that Hayek’s theory depends on a rise in prices relative 
to all costs. He really means a fall in real costs rather than just real, wages. 
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celerator—is reduced to the level of any other single factor considered in 
the study on capital intensity. The “Ricardo effect” may demonstrate a 
tendency, but one which may be overwhelmed by other factors, such as 
demand, expectations, wages and interest, etc. For those changes in the 
Accelerator which are determined by changes in capital intensity we 
must rely on the general theory of technological change. 

Asymmelry of the Accelerator 

Even though we cannot make broad generalizations concerning those 
cyclical changes in the Accelerator which arc caused by changes in pro¬ 
ductive technique, it is still possible to indicate broadly the cyclical 
changes which might take place in the Accelerator. The possibility of 
such changes has been recognized by others besides Haberler, Harrod, 
and Hayek, referred to above. Hansen says that the ratio of capital to 
output “would vary with different phases of the cycle,”^'^^ but he does 
not indicate how' it would vary. Frisch says that “we could consider the 
depreciation rate and the ratio betw^een consumer-taking and capital 
stock as changing with time,”^^^ but he does not suggest what direction 
such changes might take in reality and he believes that they “would not 
materially alter that feature of the relationship in which w^e have here 
been interested(i.e., the effect of replacement). The main effect of 
that feature, however, was to alter the accepted time sequence, it having 
been taken for granted by Clark,^-^ Mitchell,and Hansen^^® that a 
reduction in the rate of increase of consumption would be followed by a 
decline in the production of capital goods. A change in the Accelerator 
would alter Frisch’s conclusions because an increase in the Accelerator 
can offset a decline in the rate of increase of consumption, thus pre¬ 
venting or postponing a fall in the production of capital goods. This 
wT)uld upset the generally accepted time sequence between change in 
rate of change of consumption and level of investment. Many other 
writers have, of course, indicated that the Accelerator would not be 
constant, but only a few have dealt explicitly with the nature of the 
v ariations over the cycle. Tinbergen, Long, Kuznets, and Pigou, referred 

IlanHen, Fiscal Policy and Business Cycles, p. 276. 

*2® Frisch, op. cil.. Journal of Political Economy, October, 1931, x>. 652. 

Ibid. 

Clark, The Economies of Overhead Costs, p. 390. 

Mitehell, “The Problem of Controlling Busiiu^ss Cycles,'* in The Siahilizalion 
of Business, p. 25. 

A. H. Hansen, Business Cycle Theory (Boston: Ginn and Company, 1927), p. 

113. 
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to below, have made specific suggestions concerning the direction of 
cyclical changes in the Accelerator. 

In order to consider cyclical changes in the Accelerator we must draw 
on the foregoing discussion of unused capacity, expectations, etc. There 
is reason to believe that a considerable degree of asymmetry exists. We 
may distinguish two types of asymmetry of the Accelerator: (1) the up¬ 
ward Accelerator (giving the effect of an increased rale of increase of 
consumption) may be different at different levels of business activity; 
(2) the upward Accelerator may be different from the downward Ac¬ 
celerator (giving the effect of a decreased rate of consumption). 

Cyclical Changes in the Upward Accelerator 

The upward Accelerator would appear to reach a maximum some¬ 
where between the bottom of the depression and the top of the boom. 
It is probably very low at the top and the bottom of the cycle—at the 
top because the approach to full employment makes it difficult to in¬ 
crease the production of capital goods; at the bottom because of the 
underutilized capacity. If businessmen respond during the upswing as 
postulated by the acceleration principle, then there is certain to be a 
large amount of underutilized equipment duiing other parts of the 
cycle,^^® since the increased investment is capable of taking care of a 
high level of consumption for a long time. Somewdiere in between the 
bottom and the top, then, we have the maximum upward Accelerator.^^^ 

Differences Betw een Upward and Downward Accelerators 

If we compare the Accelerator during the upswing with the Acceler¬ 
ator during the downswing we find again that asymmetry exists. The 
upw ard Accelerator is limited only by the amount of resources available 
for the production of capital goods while the downward Accelerator is 
limited by the amount of net investment and replacement. Disinvest¬ 
ment can take place only to the extent of replacement.'^- Thus, in 
general, the upward Accelerator tends to be greater than the downward 
Accelerator. But at the top of the boom, if full employment is reached, 
the downward Accelerator, however small, exceeds the upward Acceler¬ 
ator.'-^® During the downswing a reduction in the rate of decrease of 

Cf. Kuznets, op. cit, p. 231. 

Haberler implies at one point that the Accelerator would Ikj zero until ihe un¬ 
used capacity would be fully employed, but this is an extreme view. See Hal>erler, op. 
ciL, p. 96. 

182 Cf, Tinbergen, op. cit.. Economica, May, 1938, pp. 166-67. 

Cf. Long, op. ciL, p. 43. 
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consumption would not create a positive demand for investment; but it 
might reduce the rate at which replacement is falling. Hence we cannot 
get a turning point in this way unless confidence is so favorably affected 
by the reduction in the rate of decrease as to have a positively stimulative 
effect. 

These possibilities of cyclical variation in the Accelerator are plausi¬ 
ble enough to warrant thciir recognition in a realistic approach to the 
acceleration principle, all hough it is not feasible to deal with the prob¬ 
lem on a statistical basis. We must recognize the asymmetry even if we 
do not formulate it precisely. 

‘‘Testing” the Acceleration Principle 

The theoretical analysis has shown that the time sequence involved 
in the acceleration principle is precisely its most uncertain characteristic. 
The time sequence appropriate to any situation cannot be determined 
without a consideration of numerous factors, sucli as stocks, unemployed 
resources, policy towards these, general state of expectations, distribu¬ 
tion of various firms, etc. Unless we are fully familiar with each of these 
items at every period of time there is no point whatever in comparing 
consumption and capital formation, whatever time lags we select. More¬ 
over, in so far as the acceleration principle is considered to be only one 
of the factors explaining fluctuations in capital formation, we would have 
to try to isolate the acceleration aspect. This is not entirely possible, 
liowever, because the acceleration principle operates through price and 
profit changes; and the degree to which the principle takes effect is de¬ 
termined by virtually every major economic factor. 

In short, the theoretical analysis of the acceleration principle leads 
almost inevitably to the conclusion that, however important the prin¬ 
ciple may be in determining fluctuations in capital formation, it is not 
capable of statistical testing—unless, perhaps, the whole economic sys¬ 
tem is being subjected to a statistical study, if that w^ere possible. Yet 
Tinbergen has heroically “tested” the principle and found that it does 
not provide a satisfactory explanation of investment fluctuations, both 

Cf. Pigou: “ . . . (In order to have) an increase in the demand for instruments, 
there must be an increase in tlie quantity of consumable goods demanded in a year; 
a mere decrease in the rate at wliich this quantity was decreasing from year to year 
would not suffice ... It is, however, still possible that a slackening in the rate of de¬ 
crease in the demand for consumption goods is the initiating cause. It may react on 
the instrumental industries, not directly, but by creating in those persons who control 
them a belief that the tide has turned and that the demand will presently increase.” 
(Pigou, op. cit,j pp. 110-11. Reprinted by permission of the Macmillan Company, 
publishers.) 
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absolutely and relative to other explanations, e.g., profits. In light of 
our theoretical analysis Tinbergen’s large-scale venture into the testing 
of the acceleration principle would appear to be courageous indeed. 
We shall examine Tinbergen’s work closely to see whether he falls into 
any of the numerous traps which exist or w hether he really accomplishes 
the Herculean task of testing the acceleration principle. The principle has 
also been studied by Hansen, who makes some far-reaching generaliza¬ 
tions on the basis of annual data. 

Description of Tinbergen’s Analysis 

Tinbergen distinguishes between two statistical aspects of the ac¬ 
celeration principle: 

а. The Correlaiion Aspect. There should be a correlation between 
new investment in durable capital goods and the rate of increase^^^ in the 
production of consumers’ goods. This turns our attention to tlie magni¬ 
tude of the correlation coefficient. 

б. The Regression Aspect. I’he percentage fluctuations in the pro¬ 
duction of consumers’ goods should be equal to the percentage fluctuations 
in the stock of capital goods. 

The correlation coefficient would be equal to unity if the rate of in¬ 
crease in the production of consumers* goods is the unique explanation 
of changes in new investment; or at least the complete explanation where 
other factors are taken into account in a multiple regression aiudysis. 
Otherwise the correlation coefficient is less than unity. Likewise tlie per¬ 
centage fluctuations dLscussed under (b) would be equal to each other 

Tinbergen, op. ciL, Ecommica, May, 1938, pp. 161^-76; and Statistical Testing 
of Business-Cycle Theories, /, Chapters 3-6 and II, Chapters 3, 6, and 7. 

It is the absolute increment, not the percentage rate of growth in <x)nsuinption 
which is relevant to the acceleration principle. This point is stressed by Hansen in 
Fiscal Policy and Business Cycles, p. 364, n. 7. 

Frisch’s final formulation of the principle is, however, partly expresssed in per¬ 
centages : 

“A decline in the rate of increase of Consumer-Taking will call forth an absolute 
decline in the demand for capital goods when and only when the percentage with which 
the growth rate of Consumer-Taking diminishes per year is larger than the percent¬ 
age with which the capital goods are worn out per year.” R. P’risch, op. ciL, Journal of 
Political Econjomy, April, 1932, p. 234. 

Frisch seems to be in error where he ases percentages since, again, the absolute 
amounts of decline in rate of increase of consumption and the absolute amount of re¬ 
placement should be compared. 

Clark also speaks in terms of a percentage. In his “corrected” statement be makes 
the point that “ . . . the rate of increase of demand must never shrink by more than 
one-half of one per cent,” J. M. Clark, op. ciL^ Journal of Political Economy, October, 
1932, p. 691. 
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only under the severely restrictive assumptions of the most rigorous 
statement of the acceleration principle. To test the equality aspect it 
would be necessary to have data on the stock of physical capital goods. 
Since these arc not generally available it is necessary in most cases to 
concentrate on the correlation aspect. In order to test the less rigid state¬ 
ment of the acceleration principle, where changes in consumers* outlay 
rather than the physical production of consumption goods are compared 
with new investment, the same sort of statistical considerations hold. 
The only change is that consumers* outlay is substituted in every case 
for production of consumption goods. 

Tinbergen attempts to “test” the acceleration principle by examin¬ 
ing fluctuations in capital and finished goods (or services) in the follow¬ 
ing fields: railways, cotton spinning, shipping, and general economic 
activity. 

Tinbergen’s Conclusions 

As a result of his investigations Tinbergen finds 

a. On the assiiniptirm that our estimate of iron and steel consumption (or the 
altonativcs used) is a just index of investment activity, there is fairly good evidence 
that the fiiuduations in investment activity are in the main determined by the fluc¬ 
tuations in j)roflts earned in industry as a whole some months earlier. 

1). The influence of the other factors included is not considerable and is there- 
for(‘, in many (^astvs, numerically uiicerUiin. 

This leads him to conclude 

Thevariat>e . . . , rat<M)f increase'in consumers’goods prodiK'tion, shows positive 
signs in at, least one t'ase for each country, but its influence is found to be small. In 
addition as has been observed in the theoretic al j>art of this chapter . . . , this influ¬ 
ence may always be replaced by a shift in the lag assumed, espcc ially in case of a 
high correlation between investment activity and consumers’ goods production. 

As a result of the small influence found for the rate of increase in con¬ 
sumers’ goods production, Tinbergen does not take account of the ac¬ 
celeration principle in his more detailed analysis. 

Ixuigue of Nations study, /, p. 49. 

«« Ibid., p. 54. 

. ^30 Hansen reaches the same conclusion, partly because of the negative result^t of the 
statistical tests of Kiiznets and TinlK'rgen. He mentions that the actual fluctuations in 
capital goods produ('lh>n are far less than would be expected from the operation of the 
acceleration principle and he says, “For tlie most part, the acceleration principle 
serves only to reinforce investment tendencies initiated under the influence of other 
factors. The fundamental explanation lit^s elsewhere.” (Hansen, Full Recovery or Stag¬ 
nation, p. 50.) For the 1937 downturn, however, Hansen retracts and says ” ... if 
the recovery movement is of such a character that the rate of investment is closely 

105 



GOVERNMENT EXPENDITURES 


Criticism of Tinbergen’s Analysis 

In comparing Tinbergen’s statistical analysis with our earlier theo¬ 
retical discussion of the nature of the acceleration principle, we must be 
struck by the contrast between the two types of approach. The theo¬ 
retical analysis makes the acceleration principle an integral part of the 
economic process, involving clianges in prices and profits, whereas Tin¬ 
bergen treats it as virtually a separate entity. The theoretical analysis, 
moreover, indicates that there is no a priori basis for any part icular time 
sequence, in general, whereas Tinbergen takes for granted a particular 
time sequence. In addition to this, one cannot fail to notice that the time 
series Tinbergen employs are in most cases of too general and indefinite 
a nature to be adaptable to so fine a problem as that postulated in the 
rigid statement of the acceleration principle, whic'h Tinbergen is U^sting. 
Finally, and partly related to the preceding, the signillc.ance Tinbergen 
attaches to correlation and regression coeflicients, and to slight changes 
in these, must surely shock students concerned with the applicability of 
multiple correlation analysis to economic time series. We shall here con¬ 
sider further each of these j)oints in relation to the validity of Tinbergen’s 
conclusions on the acceleration principle. This may facilitate the forma¬ 
tion of judgments concerning the applicability of Tinbergen’s methods to 
related economic problems. 

Acceleration vs. Profii’ Principles 

Tinbergen persistently contrasts the acceleration principle and the 
“profit principle,” In analyzing the inducement to invest he speaks of 
them as “competing” explanations, both in the Economica and the 
League of Nations studies. In the former, for instance, he makes sepa¬ 
rate tests on the basis of the two “principles” and then compares the 
results. In the League study of general investment activity he apparently 
takes as given the relative unimportance of the acx'cleration principle 
(presumably on the basis of his Economica study; or perhaps on the 
basis of a scries of tests, the results of which are not given) and therefore 
includes profits in all of his “explanations.” Here he merely tests the 
importance of the acceleration principle as an additional factor. 

As has been pointed out in our theoretical discussion, this contrast 

geared to the rate of consiiiTiption, it then follows that the principle of acceleration 
operates with full force subject, however, to certain qualifications with respect to 
variations in the degree of excess capacity, the age of the capital equipment, etc.” 
(Ibid,, p. 281.) 
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between the two principles is fundamentally incorrect because the oper¬ 
ation of the acceleration principle almost invariably will manifest itself 
through changes in prices and profits. Profits, in fact, would embody the 
effect of practically all explanatory factors, including the acceleration 
principle, hence it is misleading to contrast the effects of profits with 
many individual effects such as the acceleration principle, costs, interest 
rates, etc.^^° That the so-called “profit principle” gives a better expla¬ 
nation than the acceleration principle is, therefore, not surprising. 

Tinbergen’s procedure in this connection is most faulty wliere, as in 
the study of general investment activity in the League of Nations publi¬ 
cation (Vol. 1), he includes profit as an explanatory variable in every 
case and then evalua((‘s the otlier fac'.tors, including the acceleration 
principle, on the basis of the extent to which they increase the correlation 
coefficient. 

Sinc’c, on the basis of profits as the sole explanatory variable, the 
correlations obtained are usually very high (over 0.9), there is very little 
left for the other explanatory factors however important they may actu¬ 
ally be. Tlie importance of tlie added factors is greatly unden^stimated 
by this procedure. However important any of these additional factors 
may be, the greatest scope allowed them by Tinbergen’s method is that 
of raising the correlation coefficient above the figure obtained by a vari¬ 
able representing profits alone. In the case of the United States, 1919- 
1933,^^^ for instance, Tinbergen uses profit of corporations and share 
yields in every case. With these as the only explanatory factors he gets 
a correlation coefficient of 0.986. Then he judges the importance of the 
other factors on the basis of the extent to w hich they raise the correlation 
coefficient above this figure. This allows very little scope for the other 
factors to demonstrate their importance. A correlation coefficient of 0.986 
is at least as high a figure as one could possibly hope for how ever perfect 
our “explanation,” because of the inevitable errors of measurement and 
lack of complete applicability of the series employe^!. Any increase in 
this coefficient obtained through the addition of other factors is meaning¬ 
less. Even if it were not meaningless, it would certainly not measure the 
relative importance of the various factors. 

Aside from this additive problem, the inclusion of a global estimate 
of profits obscures the type of relationship which the acceleration prin¬ 
ciple attempts to clarify. In terms of profits, the acceleration principle 

Cf. T. Haavelmo, “The Effect of the Rate of Interest on Investment: A Note,*’ 
Review of Economic Statisfiesy Vol. 23 (February, 1941), p. 49. 

Ijeague of Nations study, /, p. 53. 
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would point to the rise in profits in tlie consumption goods industries 
and the resulting rise in profits in investment goods industries. By in¬ 
cluding total profits as one of the determining variables, Tinbergen lumps 
together what, from the point of view of the acceleration principle, are 
both determining and dependent variables. 

Time Lags 

Tinbergen bases his analysis on the assumption that the acceleration 
principle postulates a lead of the rate of increase in consumers’ goods 
production over the volume of investment per period. In the case of 
railways, for instance, he uses a one-and-a-lialf year lag. In the study of 
general investment activity he speaks of a positive lag but apparently 
uses synchronous series^^^ for the consumers’ goods item. In tlu‘se lags 
he seems to have been influenced partly by technical considerations such 
as the time between orders and shipments (as in the case of railways) 
and sometimes by experimentation for the best fit. 

As was pointed out in our theoretical analysis, however, the assump¬ 
tion of a positive lag is valid only for certain special cases; and, in geiuTal, 
no statement of lag can be made without an examination of the amount 
of excess capacity and of inventories, of policy with respect to Ihest*, of 
expectations, etc. Tinbergen presumably is attempting to see to what 
extent the rigid statement of the acceleration principle applies in practice. 
He ignores even the lead-lag considerations introduced by replacements.^'^® 
It is precisely under the rigid statement, however, that one would Jiol 
expect a positive lag. If production is at capacity in the consumers’ goods 
industries, the increased production of consumers’ goods will have to 
wait upon the installation of additional equipment. If stoc ks of equip¬ 
ment are available in the investment goods industries, (he tiine sequence 
will depend upon the policy with respect to thcvse slocks. If the slocks 
are replenished as they are depleted, one would expect the increase in 
consumers’ goods production to synchronize substantially with the in¬ 
crease in investment goods production. If stocks do not exist an increase 
in investment goods production would have to precede the increase in 
consumers’ goods production. 

Only in the case where stocks exist and arc for some reason allowed 
to be depleted will the increase in the produclion of consumers’ goods 
precede the increase in the production of investment goods. But in that 
case the lag will not be a technical one related in some way to the “period 

Cf. Ijcagiie of Nations study, 7, p. 48 and pp. 51-53. 

See R. Frisch, op, ciL, Journal of Political Economy, October, 1931, pp. 646-54. 
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of production” but will merely depend on the speed with which the 
equipment held in stock can be shipped to the consumers’ goods indus¬ 
tries—a negligible length of time for our purposes. Thus even in the 
most rigid statement of the acceleration principle, which Tinbergen pur¬ 
ports to be testing, there is no warrant for his treatment of lags. For 
both the rigid statement and the more realistic statement of the acceler¬ 
ation principle, the positive lag is a special case depending on the factors 
previously listed. This is a particularly crucial problem since, as Tinbergen 
himself admits, the results obtained in terms of correlation and regression 
coefficients depend upon the lag employed. The visual method of deter¬ 
mining leads and lags is particularly inapprox)riate for this analysis be¬ 
cause both consumption and investment are influenced by common causal 
conditions which obscure the one-w^ay relationship i^ostulated by the 
acceleration principle, namely from consumption to investment. 

Statistical Series 

One of the main difficulties involved in Tinbergen's analysis may be 
found in the scries he employs. The acceleration principle applies, strictly 
speaking, between one stage and the next. This must be kept in mind in 
choosing the time series to be used for a statistical test. The choice of 
appropriate scries is by no means an easy task when using broad cate¬ 
gories, particularly in view of the fact that many industries combine 
both consumption and capital goods production.^^^ For specific indus¬ 
tries, however, the task should not be so difficult. 

In the case of railways, the series TinbcTgcm employs are reasonably 
appropriate since he takes traffic on the one hand and rolling stock on 
the other. The main problem here is that of weighting passenger and 
freight traffic and Tinbergen’s solution seems to be reasonable. The series 
employed for cotton spinning seem to be less appropriate, namely cotton 
consumption and the number of spindles. The relation postulated by the 
acceleration principle in this case would be production of cotton goods 
rather than consumption. Production for addition to stocks would affect 
the number of spindles employed even though cotton consumption re¬ 
mains unchanged. In the case of shipping, total tonnage is compared 
with an index showing ton miles of transport for the chief sea transport 
commodities (cereal, coal, w^ood, oil, and nitrate). It would be necessary 

Cf. A, Aftalion, op. c?7., Vol. I, p. 31. 

1 ** Consumption may be used on the implicit assumption that stocks remain 
unchanged. 
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to see how important these commodities are in transport as a whole to 
determine the appropriateness of this “transport index.” 

With respect to the study of general investment activity the series 
employed are most objectionable. For the prewar and postwar study of 
the United Kingdom (in Economica), for instance, Tinbergen compares 
pig iron consumption with industrial production. These two stages are, 
for the most part, not adjacent to each other. A part of industrial pro¬ 
duction, namely consumers’ goods production, depends upon another 
part of industrial production, namely capital goods production. Only 
the latter is dependent upon pig iron production. Hence the result ob¬ 
tained can be relevant to the acceleration principle only in a very loose 
way. For the German prewar study, the comparison was made betw^een 
consumption of pig iron and industrial consumers’ goods production, 
hence tJie same criticism of non-adjacent stages applies. In the post-war 
study for tlie United States, the comparison made was between pro¬ 
ducers’ durable commodities and pig iron production on the one hand, 
and industrial production on the other. With respecit to the latter two 
series virtually the same criticism applies as in the case of the United 
Kingdom. With respect to the first and third series there is a problem of 
double counting since producers’ durable commodities presumably w ould 
be included in industrial production. 

In the League of Nations prewar studies of general investment ac¬ 
tivity a series representing consumption w^as apparently employed on 
the “explaining side” in every case. For investment, however, consump¬ 
tion of pig iron and steel was used in Germany and the United Kingdom. 
This is open to the objection of non-adjacent stages previously indicated. 
In the postw^ar study for the United States, the series employed seem 
more appropriate since producers’ durable commodities plus non-resi- 
dential building represent the investment series and consumers’ goods 
production the consumption series. 

Economic Significance of Coefficients 

Tinbergen makes no tests of the statistical significance of his re¬ 
gression and correlation coefficients in his study of tlje acceleration 
principle, since he finds this principle to be of too little importance to 
warrant the additional work involved. We may agree that, on the basis 

This discussion does not deal with the errors of measurement involved in the 
various series but merely with the broad question of whether the categories correspond 
with thf>se postulated in the acceleration principle. 

Except in the case of railways, in the League of Nations study, 

no 
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of Tinbergen’s conclusions, it would not be worth while to subject his 
coefficients to the usual tests of significance. The conclusions themselves 
are reached, however, through judgments concerning the economic sig« 
nificance of the regression and correlation coefficients obtained. We may 
review the validity of these judgments of the economic significance of 
the results obtained. 

As was pointed out above, the inclusion of profits as a variable in¬ 
validates those conclusions which are derived on the basis of the extent 
to which the correlation coefficient is increased when the acceleration 
principle is added as a determining variable. Likewise, a comparison 
between the correlation coefficient obtained for the profit principle and 
the acceleration principle is of no economic significance since the former 
includes the effects of the latter as well as the effects of a great many 
other things. Similar considerations apply with respect to the regression 
coefficient in the case where profits arc included; the inclusion of profits 
as the determining variable makes the regression coefficient for the ac¬ 
celeration principle lower than would otherwise have been the case. 
Finally, even if profits had not been included, the regression and corre¬ 
lation coefficients obtained would have been indicative of the importance 
of the acceleration principle only if the lags were appropriately chosen. 
As was indicated above, however, the choosing of the lags requires a 
more detailed preliminary analysis than Tinbergen makes. Hence the 
lags he adopts may be quite irrelevant. The regression and correlation 
cocffi(acnts may, therefore, be of no economic significance. The coeffi¬ 
cients obtained do not, therefore, warrant the conclusions Tinbergen 
reaches concerning the relative unimportance of the acceleration principle. 

Evaluation of Tinbergen’s Findings 

It appears that Tinbergen begins his statistical analysis with a con¬ 
fused notion of the nature of the acceleration principle, both in itself, 
and in relation to other economic factors. As a result of this, the statistical 
results obtained are of no significance in determining the importance of 
the acceleration principle. Even in the most rigid interpretation of the 
acceleration principle the time sequence to be expected would not be that 
which Tinbergen takes for granted. Hence the results he obtains could 
not be an indication even of the extent to which the operation of the 
acceleration principle in practice departs from that postulated in its most 
rigid form. When we add to these considerations the fact that the sub¬ 
traction of the effect of profits leaves us an erroneous picture of the 
effect of the acceleration principle, we can see that the results obtained 
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by Tinbergen’s methods would be invalid even if the lag problem were 
solved. In addition, the scries employed in some cases are not such as 
to give us an indication of the operation of the acceleration principle 
either in its rigid form or in its loose form. A radically different approach 
to the problem is necessary if any headway is to be made. 

If we are willing to rule out short-run changes in capital intensity 
other than those occasioned by changes in the degree of utilization of 
unused capacity, it might be possible to make an approach along the 
following lines. The first task would be to determine the expected time 
sequence. This requires a study of: (1) the state of expectations; (2) the 
existence of stocks; (3) the existence of unemployed resources; and 
(4) policy in connection with the latter two factors. This only covers 
part of the field but it includes the major factors. The expected time 
sequence being determined through a study of these fiictors in conjunc¬ 
tion with the theoretical analysis presented above, we would then have 
to .proceed to a selection of those determining variables which do not 
overlap the acceleration principle. Clearly overlapping factors, such as 
profits, may be ruled out at once. With respect to others, such as interest 
and prices, care would have to be taken to avoid overlapping. Then the 
various series would have to be chosen so that the stages represented 
are truly adjacent; in fac't, rather than us(' macro-economic sets of 
figures it might be preferable to study sets of two contiguous industries. 
Finally, multiple correlation analysis might be used to detcarnine the 
relative importance of the acceleration principle in determining fluctu¬ 
ations in investment. 

If we have reason to believe that caf)ital intensity is sufficiently 
variable in the short run to alter considerably the operation of the 
acceleration principle (as Hayek claims), we might include tin Acceler¬ 
ator as a variable and maltc it a function of the factors which tend to 
change the relative importance of more or less capitalistic methods. 
These might be interest, wages, and, according to the Ricardo effect, 
profits. With respect to the last, care should be taken that the profit 
figures employed apply solely to the consumers’ goods industries and 
thus do not indicate the effect of the operation of the acceleration prin¬ 
ciple. A project of this sort would clearly be an enormous undertaking 
and would involve a study of practically the whole economic system. 

The Timing Relation Between Consumption and Capital 

Formation 

The above analysis shows that once we drop the simplifying assump¬ 
tions of the rigid statement of the acceleration principle the principle 
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becomes virtually incapable of statistical testing. It lays stress on an im¬ 
portant relation between consumption and capital formation—a relation 
which may assume great significance and which we certainly cannot 
ignore; but the manifestation of the principle is not such that it is made 
evident in any form which is capable of treatment by statistical methods. 
As matters stand at present it would seem that we must take the acceler¬ 
ation principle on faith for the economy as a whole. 

This does not mean that nothing can be done along the lines of a 
statistical study of consumption and capital formation. The timing rela¬ 
tion between consumption and capital formation is of interest in itself. 
In fact, the acceleration principle was originally d(‘veloped to explain 
what was believed to be a fact, namely that fluctuations in capital forma¬ 
tion precede (and exceed) fluctuations in consumption. Although this is 
an old question it was brought into prominence in tlie early ’40’s by 
Hanson, w ho makes some sweeping generalizations concerning the timing 
relation between consumption and capital formation in his book, Fiscal 
Policy and Business Cycles. 

Hansen’s w ork is based on annual data compiled by Kuznets. It must 
be evident at the outset that any conclusions regarding the lead of one 
stories over another are extremely tentative where only annual data are 
employed, since the actual turning points may be quite difl'erent from 
those portrayed by the annual figures. Hansen points out that invest¬ 
ment and consumption tend to fluctuate together but that tlnar move¬ 
ments arc not entirely syru^hroiious. Investment, he says, tends to lead, 
with consumption following. For instance, the recovery of 1921 began 
with an incxease in investment expenditures, gross investment rising by 
$1.8 billion from 1921 to 1922 with consumption continuing to fall 
(though at a diminished rate) by $0.7 billion. In the following year both 
investment and consumption rose greatly. In the recovery of the ’30's 
investment again started first, rising by $1.1 billion from 1932 to 1933, 
with consumption still falling by $1.8 billion.In the downturn of 1929 
both investment and consumption declined simultaneously but invest¬ 
ment fell sharply from 1929 to 1930 while consumption receded by a 
relatively small amount. This, he says, “would indicate that also in the 
downswing consumption tends to follow.”^*^® 

The same sort of lead of investment over consumption is found by 

1** In an earlier work, referring to the recovery from 1935-1937 in the United 
States, Hansen says, “ . . . investment for the most part followed consumption; 
it did not, except in limited degree, lead the way.” {Full Recovery or Slagnalion?^ p. 
276.) 

Hansen, Fiscal Policy and Business Cycles, p. 49. 
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Hansen in the minor fluctuations as well as in the turning points of the 
major business cycles. In a minor recession from 1923 to 1934 evi¬ 
denced by a decline in investment, consumption continued to rise 
(although at a reduced rate). In the following year, investment jumped 
ahead with consumption rising only little, indicating the lag in con¬ 
sumption. Subsequently, from 1925 to 1926, investment remained at the 
high level it had reached, while consumption (according to Hansen’s 
theory, as a result of the stimulus of the previous year’s rise in invest¬ 
ment) rose greatly. Both consumption and investment remained high 
through 1929, with some decline of investment in 1928. From these in¬ 
vestigations Hansen concludes, “The statistical data during the last two 
decades tend to support the thesis that tJie active dynamic factor in 
the cycle is investment, with consumption assuming a passive, lagging 
role.“^^^ The lead of investment over consumption is accentuated, he 
points out, when consumers’ durable goods are included in investment 

instead of consumption. 

Even with annual data, however, it is not clear tliat fluctuations in 
capital formation lead fluctuations in consumption. Tinbergen found that 
“The evidence available is not . . . uniformly affirmative • . . re¬ 
garding “ . . , the widespread opinion that ‘production of investment 
goods show^s the business cycle earlier than production of consumers’ 
goods.’In the League of Nations study Tinbergen reaches a similar 
conclusion and says, “ . . . a word may be said about the order of the 
revival in consumers’ goods production and producers’ goods produc¬ 
tion, respectively. A good deal of attention is given to this (luestion by 
SpiethofF,^®^ Cassel, MitcheU, and others, and they all hold the opinion 
that capital goods show the cycle before consumers’ goods. Statistically,' 
no evidence of any systematic lag or lead is found, either in the United 
States after the war, or in a number of other countries.”^®® 

Significance of Statistical Studies 

The conclusions drawn in this chapter both with respect to Tinbergen’s 
attempt at a statistical testing of the acceleration principle and with 
respect to the timing relation between consumption and capital forma- 

Ibid, 

Ibid., p. 50. 

Ibid,^ p. 64n. 

Tinbergen, op, cil., Economeiricay July, 1955, p. 253. 

Cf. Ilaberlcr: “The phenomenon (alleged to be frequent) of consumers’ goods 
industries feeling the setback of the depression much later than the capital-goods 
industry is regarded as a verification of the [over-investment] theory.” Haberler, 
Prosperity and DepressioUy pp. 78-79. 

*** Tinbergen, League of Nations study, //, p. 187. 
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tion indicate that the causal connection between consumption and in¬ 
vestment is by no means a simple one. If the acceleration principle works 
at all it apparently does so in a complicated fashion resulting in various 
timing relations between consumption and investment. This would seem 
to be a valid conclusion to draw from our reexamination of Tinbergen’s 
highly rarefied study and from Hansen’s more mundane analysis of 
annual data on consumption and capital formation. 

This conclusion is precisely what the theoretical analysis suggests. 
Only the oddest coincidence would yield a confirmation of the most rigid 
formulation of the acceleration principle—perhaps a miracle rather than 
a coincidence would be necessary in view of the impossibility of the usual 
time sequence under the assumption of full employment. 

A statistical study can do no more than find that the statistical 
results are consistent with the economic theory being tested. Tinbergen 
found that the statistical results were inconsistent with his conception 
of the acceleration principle. If, as is contended in this chapter, Tinbergen 
has an incorrect and to some extent impossible view of the principle, 
and if, in any case, the tests he applies are not entirely acceptable, then 
his results need not be considered to be an indication that the acceler¬ 
ation principle is inconsistent with the fa(‘ts. On the contrary, his sta¬ 
tistical material and tlie statistical material presented in the latter part 
of this chapt(T are consistent with the broader view of the acceleration 
principle developed above. In this sense (which is admittedly a very 
limited sense, but is as far as statistical testing can go) that broad view is 
confirmed.” 

It would be desirable to show how each variation in investment can 
be ‘‘explained” on the basis of the many factors indicated in the theo¬ 
retical analysis, but this would necessitate an undertaking which would 
make the League of Nations study look small in comparison. We must 
confine ourselves here to pointing out that there is nothing in either 
Tinbergen’s study or in the other data presented In^re to warrant any 
decreased emphasis on the acceleration principle in explaining investment 
fluctuations—but it must be an acceleration principle broadly interpreted 
BO as not to omit factors which clearly influence its operation. 

Conclusions 

The above discussion show^s that the effects of government expendi¬ 
tures on business investment are not capable of being determined by 
any simple analysis. Even where changes in business investment are 
predominantly caused by changes in consumption, i.e., where the ac¬ 
celeration principle is the predominant factor in determining the fluctu- 
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ations in investment, the time sequence involved is indeterminate unless 
we know the magnitude of unemployed resources and inventories of 
equipment, management policy with respect to these, the state of expec¬ 
tations, interrelations among various stages of production, differences 
among firms, and changes in productive technique. However strongly tlie 
acceleration principle may be operating, changes in the consumption ele¬ 
ment (rate of change of consumption) may precede^ follow^ or accompany 
changes in the investment element (rate of investment). Moreover, the 
operation of the acceleration principle need not merely be expressed 
through changes in consumption and investment or finished products 
and capital goods but may, and ordinarily will, be expressed through 
changes in prices and profits. Finally, the size of the Accelerator changes, 
indicating a changing strength in the relationship described by the 
acceleration principle. 

When we incorporate all these factors into the acceleration principle 
we certainly alter the principle as ordinarily understood. Yet tliis seems 
to be a valid procedure. The acceleration principle points to those clianges 
in capital goods production which are attributable to changes in the pro¬ 
duction of finished products. Under certain limiting assumptions the 
exact nature of this relationship can be strictly formulaf('d, e.g., in terms 
of the actual production of finished products and the actual production 
of capital equipment with certain specified time lags. If we relax these 
assumptions and increase the range of possibilities as to time sequence 
and size of the Accelerator, we are still retaining the essential point 
emphasized by the principle, namely the effect of changes in the rate of 
change in finished goods production upon changes in investment. 

It is quite uninteresting to attempt to test the acceleration principle 
as originally formulated under severely restrictive assumptions since the 
assumptions are admittedly not in conformity with reality; and the re¬ 
sults obtained would be an indication of the reality or unreality of the 
assumptions rather than a test of the principle itself. On the other hand, 
the possibility of testing a realistically formulated acceleration principle 
is remote indeed. An enormous project would be required and even then 
we might not obtain definite results owing to the existence of a number 
of intangible factors. The acceleration principle as interpreted here never¬ 
theless remains an important tool for the analysis of changes taking place 
in business investment at any particular time, when the numerous con¬ 
ditions involved are known or can be estimated. It provides a useful and 
convenient vehicle for the discussion of the effects which government 
expenditures may have on business investment. 

116 



6 


Government Expenditures and the 
National Ineome 
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(Jovmnnent oxpc'nditiires nfTect the national income by influencing 
its two components, th(^ Yolume of consumer spending and the volume of 
business investment. Tli(‘S(^ two are thcnis(‘lves profoundly interrelated 
sin(‘(^ consunuT spending infliK^nc.es the amount of business investment 
wliich, in turn, alfects the lev(‘l of employment and income and thus of 
consumer spending. An analysis of the ('Ue( Is of government expendi¬ 
tures must be concerned with these several causal connections. They are 
extremely complicated but. tlx'y cannot be ignored without neglecting 
one of th(‘ main problems in government finance. It is not surprising 
that many discussions of these n^Iationships and interrelationships have 
b(‘(m confusing and inconclusive to say the least. At the risk of being 
subject to the same criticism, an attempt at clarification will be made 
here. TJie cflYnds of govornriKmt expenditures on consumer spending and 
business investment, operating primarily through th(‘ multiplier and ac¬ 
celeration principh's, have been explored in detail in the preceding two 
chapters. The present, chapter deals in a more general way with these 
principles, tlnir interac tion, and their application to practical problems. 

In the discussion of this chapter, “government expenditures” are 
treated as an isolated element of fiscal policy. It is thus assumed that 
iIh^ method of financing the expenditure's, whether taxation, borrowing, 
or printing money, is independent of the expenditures themselves. The 
i'enleral Co\ ernment geiKTally determines its expenditures first, both in 
aggregate amount and in detail, and then decides how to acquire the 
necessary funds. State and local governments have less freedom in this 
respect. In all cases, however, the cxq)cndltures in themselves will have 
certain effects; and tlie taxfYs or borrowing or printing of money will also 
have certain effects in themselves. The effects of the expenditure need 
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not be considered a part of the specific tax or loan or currency issue 
which financed it. In order to determine the effects of government finance 
as a whole some such concept as “net government release of purchasing 
power” would be used. The narrower problem of government expendi¬ 
tures alone is being considered here for ease in exposition. In Part VI 
(Chapters 23, 24, and 25) of this book, after taxation and borrowing 
have been studied, the impact of government finance as a whole will be 
considered. 

Impact on the Demand for Goods and Services 

Government spending may be assumed to have the initial effect of 
increasing the demand for goods and services of various types. This 
statement does not presuppose a settlement of any of the controversial 
issues connected with government spending. It merely deals with the 
actual paying out of the money by the government and the immediate 
consequences of that action. A few examples may be mentioned. If the 
government pays out direct relief it is reasonable to suppose that the 
people who receive the relief payments will immediately demand goods 
of some sort, presumably consumer goods. If the government buys war 
materials the spending of the money by the government has meant an 
increased production of such materials. If the government has contracted 
with private firms for the building of roads then those firms will purchase 
materials and labor with the money. The primary effect therefore may be 
assumed to be an increase in the amount of goods and services produced. 

It is true, of course, that at the very same time that the aforemen¬ 
tioned increase in goods and services takes place other sectors of the 
economy may be so affected by the government action that they simul¬ 
taneously decrease the amount of goods and services which they produce. 
It is also conceivable that the money paid out by the government is 
merely hoarded and that no increase in goods and services takes place. 
To mention one possibility, this might be true in the case of the fraudu¬ 
lent payment of relief funds. A relief recipient who does not need the 
money and does not spend it would presumably be in this category. The 
fact that the private contractor may not spend his share of the money is 
not of any consequence in this connection. The fulfilment of the contract 
involves the production of goods and services. The point is that the 
government purchases the goods and services tlirough the contractor 
and at this stage we are merely dealing with that very early aspect of 
the problem as a starting point for an exploration of the subsequent 
effects. 
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It is interesting to consider which type of government spending is 
likely to have the greatest initial impact on the production of goods and 
services. We may divide public expenditures into the following cate¬ 
gories: (1) Direct purchase by the government of commodities, e.g., 
armaments and supplies, or surplus agricultural commodities. This, in 
the first instance, involves a receipt of money by private enterprise 
which in turn distributes it in the form of wages, rent, interest., and 
dividends, or may retain part of it in the form of business savings. 

(2) Payments directly to civil servants or work-relief recipients for serv¬ 
ices rendered. To them these payments—minus personal income taxes— 
constitute disposable income. This in turn must be spent in order to 
promote an equivalent amount of production of goods and services. 

(3) A combination of these, as in the case of a public works program 
which involves the purchase of materials as well as the direct use of 
manpower. (4) Transfer payments such as direct relief. 

Direct payments to productive consumers (Type 2, above) will go, 
by and large, to the lower i?icome classes and will almost entirely be 
spent. The money involved in the direct purchase of goods and services 
(Type 1, above), will partly find its way into so-called unearned income 
and will only partly result in increased purchases at the next stage. From 
the point of view of benefits to the low^er income classes in this initial 
stage a given volume of expenditures of Type 2 will have a greater 
immediate benefit than w ill the same volume of expenditures of Type 1. 
But from the point of view of promotion of business activity there is 
practically nothing to choose between these two methods. In the case of 
Type 4, there is no immediate output of goods or services. The choice is 
in favor of Types 1 or 2 since they immediately constitute a production 
of goods or services of the amount involved, whereas Type 4 involves a 
time lag, albeit a short one, between the receipt of income and the ex¬ 
penditure of the funds. Moreover, part of the income of Types 1 or 2 
may be saved, so that the subsequent increase in the production of 
commodities will not be equal to the total amount of money disbursed. 
After the first stage, however, we may use substantially the same type 
of analysis for all types of public spending. 

Government Expenditures and Consumer Spending 

The next stage of the analysis deals with the disposition of the income 
created by the purchase of goods and services resulting from the govern¬ 
ment spending. In this discussion a given amount of spending is con¬ 
sidered rather than a continuous level of government spending. Of the 
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increased income created by the government expenditures part will be 
spent on consumers goods and part will be otherwise disposed of. The 
latter is said to be saved, savings being defined as income minus con¬ 
sumption. We may leave aside the saved portion temporarily and con¬ 
cern ourselves solely with the part 0:at is spent on consumers’ goods. 
That part will again cause the production of income of which again part 
will be spent and part will be saved. Each scries of respendings trac('able 
to a given initial disbursement will show a continuous decrease at each 
stage but the total amount of income created by the public expcjicliture 
program will be greater than the initial disbursement. Each successive 
spending adds, although in decreasing amounts, to the total of in(‘ome 
created. The greater the proportion spent at each stage the greater will 
be the additions to the total increase in income. 

The Multiplier Principle 

If the proportion remains unchanged or changes in some known 
manner, the exact magnitude of the increases in income promoted in this 
direct manner may be determined. This has beconu^ known as the multi¬ 
plier principle. For instance, if nine-t(mths of all income received is spent, 
we have the following additions to income \vh(U’e $I billion is spent. In 
the first instance, $1 billion is added to income. Theji, since nimvtenths 
of this is spent, another $?{o billion is added to income, i.e., §900 million. 
The $900 million is, in turn, spent and nine-tenths of the income liius 
created is spent in the next stage, thus adding $810 million to inc^onie, 
making the total of $1 billion, plus $900 million, plus $810 million: i.e., 
$2,710 million has thus far been added to income by tin* initial ('xpendi- 
ture of $1 billion. This process continues indefinitely. If all the additions 
to income are added together the total addition to income is ten times 
the initial expenditure, i.e., $10 billion. This is determinc'd by applying 
the formula for the summation of an infinite series. 

Now^ this increase of $10 billion will result only after an infinite num¬ 
ber of successive stages of spending is taken into account. If these stages 
are “successive” in a chronological as well as an analytical senst^, an 
infinite length of time will likewise be needed. But this is no serious 
limitation to the application of the principle of th(i Multiplier because 
(1) the first half dozen or so of the stages gives us the major portion of 
the $10 billion and (2) the successive stages need not wait upon each 
other but through the operation of business expectations, and even con¬ 
sumer expectations, may, roughly speaking, be considered to take place 
simultaneously to a large extent. In any case, the fine points of analysis 
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involved need not blind us to the fact that this aspect of the effects of 
public expenditures is such as to give us a large increase in income with a 
relatively small initial expenditure, in a relatively short time. 

Proportion of Income Spent on Consumer Goods 

The crucial point in this analysis is the proportion of income spent 
on consumer goods: (1) how great is this proportion at the time of public 
(expenditure and (2) what changes, if any, will take place in this pro¬ 
portion in the successive stages of spending? It is difficult to obtain 
statistics whicli will precisely fit the concepts of the theory. Nevertheless 
the statistics are useful in helping to form judgments on the practical 
issues. A report of the National Resources Planning Board^ estimated 
(M)nsiimption as a percerilage of income for various levels of national 
income as follows (on certain assumptions for which the reader is referred 
to the Report); $50 billion, 88.2 per cent; $60 billion, 84.6 per cent; 
$70 billion, 81.8 per cent: and $80 billion, 78.1 per cent. In other words, 
the initial proportion is not far from nine-tenths and tends to decrease 
slightly as the su(^cessive stages are approached, i.e,, as income is in- 
c>reased. This should not, of course, be confused with the proportion of 
the increased portion of income which might be spent. 

The above figures are average's for the ecojiorny as a whole. Different 
income groups consumed different proportions of their income,^ in 1935-36 

Under $500, 149.1 per cent; 

$1000-1250, 100.6 per cent; 

$2000-2500, 88.6 per cent; 

$5000-10,000, 64.8 per cent; 

$20,000 and over, 35.4 per cent. 

Again this refers to total income and not to any increment in income, 
but from these figures we can be reasonably certain that, on the average, 
iiKjome disbursed to persons whose income remains under $1250 would 
have been entirely consumed in the year considered. In other groups 
part would have been saved depending on how high the income was. 
More than half of the income would have been saved, on the average, 
in the case of persons receiving incomes exceeding $20,000. 

In the initial stage of a government spending program most of the 
funds disbursed would naturally go to the lower income groups where 

^ Consumer Expenditures in the United States, Government Printing Office, 1939, 
p. 167. 

2 Ibid., p. 20. 
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practically all of the income would be spent, according to the above 
figures. In successive stages, where disbursements are made through the 
ordinary process of buying and selling, various income groups would 
benefit. We need not, therefore, expect the community’s average to be 
different from that given in the previous paragraph. That is, the pro¬ 
portion might be very close to unity in the first spending stage and then 
would settle down to the community’s average after that stage. 

Expectations and Related Variables 

Thus far we have been concerned with the effects which can be 
directly traced to the dollars involved in the initial public expenditure. 
With the announcement of a large public expenditure program, expec¬ 
tations of businessmen, and for that matter of consumers, may be such 
that a large increase in business activity takes place beyond that which 
can be directly traced to the successive stages of spending outlined above. 
On the other hand, if there is any truth in the claim that a large deficit 
financing program lowers the expectations of businessmen (it is not 
necessary to consider here the reasons for this), it is conceivable that 
there will be a tendency for business activity to diminish, thus offsetting 
the favorable effects described above. These secondary consequences of a 
public spending program—the favorable ones being the basis for a theory 
of pump-priming which is discussed later in this chapter—not only can¬ 
not be ignored but also in many cases are often the most important of 
the effects of a public expenditure program, even though they are often 
overshadowed in academic discussions by the analytical exactness of the 
multiplier sequence. 


Savings and Bank Credit 

It may now well be asked. What of that portion of income which has 
been saved in the successive stages of the operation of the multiplier 
effect? These savings are not assumed—as many who misunderstand the 
principle of the Multiplier think—to be drawn off into hoards. What 
happens to these savings whether they increase the supply of loanable 
funds, i.e., are used for the purchase of securities or are actually held in 
the form of idle balances, does not matter much where w^e have, as w^e do, 
a large amount of bank credit available. The important point is that 
income saved is, by definition, merely income which is not spent on 
consumption. Even if it is not hoarded it is not necessarily spent on 
capital goods either—it may be used for the purchase of securities and 
the funds may then be used for the purchase of capital goods. But with 
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readily available bank credit the savings do not determine or limit, and 
in only a small degree affect, the volume of investment in capital goods. 

Any expansion resulting from the government expenditures will ne¬ 
cessitate an increased supply of loanable funds: part of these funds may 
come from the saved portions of income and part may come from the 
banks as well as from idle balances of private individuals. This is, how¬ 
ever, a question of the terms on which the expansion can be financed 
rather than of the direct stimulus to expansion, with which llie multiplier 
principle in itself is concerned. The credit situation, and thus what 
happens to the saved portions of income, cannot be ignored in deter¬ 
mining the sum total effect of a public spending program. But in deter¬ 
mining the magnitude of the expansionary stimulus, given the necessary 
funds (from whatever source), what happens to the saved portions of 
income need not be taken into account immediately. 

Government Expenditures and Business Investment 

In considering the effects of a public expenditure program it is neces¬ 
sary to take account of the fact that the demand for capital goods is 
derived from the demand for the goods which they produce. The latter 
may be other capital goods or consumption goods. The fact that the 
demand for the various types of goods may fluctuate in divergent direc¬ 
tions does not necessarily disprove this derived demand relationship. 
When there is an increased demand for consumption goods, e.g., through 
a public expenditure program, the profitability of using capital goods 
also tends to increase. Where one or all classes of capital goods approach 
full utilization the demand for the capital goods also increases with a 
resulting increase in business investment and national income. Similarly, 
when the demand for certain capital goods is increased, the demand for 
other capital goods may be stimulated. In this manner the public spend¬ 
ing program tends to promote business investment and thereby increase 
national income. 


Acceleration Principle 

A refinement of the derived demand analysis, namely the principle 
of acceleration, gives us an idea of the relative magnitude of investment 
which can be promoted in this manner. If the rate of consumption is 
more or less constant from year to year and the amount of capital goods 
is merely maintained at a stationary level, then an increase in the rate 
of consumption, say by 10 per cent, may be assumed to require an in¬ 
crease in the amount of capital equipment by 10 per cent (although 
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technological changes and the existence of unused capacity will alter 
this percentage somewhat). Now assume that replacement was 10 per 
cent of the total volume of capital goods. The changes considered here 
mean that the annual production of capital goods doubles. In this case, 
then, a 10 per cent increase in the annual production of consumption 
goods caused a 100 per cent increase (i.e., a doubling) in the annual pro¬ 
duction of capital goods. 

Qualifying Factors 

These figures are used here merely to indicate the point brought out 
by the acceleration principle; in actual practice, the relalive iiu rease in 
the production of capital goods will vary with the dt'gn'c of under¬ 
utilization of equipment and the state of e^xpeclations, to say nothing 
of the fact that many outside factors may ollset any favorable tendency 
caused by the increase in consumption taken by its(df. Furthermore, 
it must be emphasized that the acceleration principle applies to any 
two capital goods industries which are adjacent to each other in the 
production process. An increased production of capital goods may be 
geared to the production of other capital goods and not consumption 
goods. In all cases, however, the timing relation between fluctuations in 
the various stages is indistinct. The entire subject is tied up with the 
broader question of profit expectations and the inducement to invest. 

The Theory of Pump-priming 

The multiplier theory is frequently identified with the theory of pump¬ 
priming; or at least the two theories are discussed in the same context 
without any indication of the special assumptions on w hich eacli is based. 
This identification actually involves a serious error since it implies con¬ 
siderably more far-reaching effects of public expenditures than can validly 
be attributed to them in every case.^ The theory of the Multiplier con¬ 
fines its attention to the initial expenditure and traces the course of the 
money injection on certain restrictive assumptions. As pointed out above, 
the effects of this money injection depend (assuming readily available 
credit) upon the proportion of income that is spent. The multiplier 
theory in itself does not ordinarily take into account the indu(;ed e^ffects, 
both favorable and unfavorable, attendant upon the initiation of the 
public expenditure program. 

® Cf. J, H. Williams, American Economic Review (February, 1941) p. 57 “Not tht; 
least of our dangers is that of confusing this rather mechanical monetary concept 
[the multiplier] with the deeper-seated forces with which wo should be mainly con¬ 
cerned in our analysis of the economic effects of deficit spending.’* 
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Induced Effects 

Various possible and probable induced effects may actually take 
place. The initiation of the public expenditure program may conceivably 
carry with it the fear of a runaway inflation so that private investment 
is discouraged. On the other hand, the expectations of businessmen may 
be favorably affected by the spending program—as they may well be in 
view of tlie increased incomes placed in the hands of the public—with 
the result that a large amount of private investment takes place, which 
in turn has a multiplicatory effect. 

PuMP-PRiMiNG Assumptions 

The theory of pump-priming adds to the multiplier theory the latter 
assumption, i.e., that private investment beyond that necessitated by 
the multiplier theory in itself will take place. It also adds the further 
assumption that the induced private investment will take place even 
after the increased government expenditures cease and that such invest¬ 
ment is sufficient to offset the unfavorable effects of the reduction of 
public expenditures. These assumptions, it will be evident, are not of^the 
sort which we may readily make realistically without a careful survey of 
the actual situation, especially with respect to the degree of unused 
capacity and the state of business confidence. 

The existence of induced investment, it should be stressed, is not 
sufficient for the pump-priming theory to be substantiated in practice: 
induced investment must continue even if public expenditures drop. 
Where business expectations are of a particularly short-term variety, 
i.e., businessmen are willing to make short-term but not long-term 
investment, and are very cautious in making any expenditures not 
directly required by current demand, it is extremely likely that the fall 
in public spending will be accompanied by a general fall in business 
activity. This, it has been claimed, was the situation in 1937.^ Be that 
as it may, one must certainly not take it for granted that the public 
expenditure program will have a self-perpetuating stimulative effect; 
i.e., the operation of the Multiplier does not nect'^ssarily mean that the 
pump-priming theory will work. The pump may give forth water only 
so long as we continue to prime it. 


* For a discussion of this problem see Harold M. Somers, “The Performanc-e of the 
American Economy Since I860,’’ Chapter 32 in Growth of the American Economy (H. F. 
Williamson, ed.), New York: IVentice-Ifall, 1944. 
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The Theory of the Savings-Investment Gap 

The above discussion has been mainly in terms of the expansionary 
effect of government spending. Current economic thought, mainly asso¬ 
ciated with the names of Keynes and Hansen, also concentrates on 
another important function of government spending, namely that of 
preventing the fall in tlie national income which results from the tend¬ 
ency for the rate of intended saving'^ to outrun the rate of intended 
private investment. This we may call the Theory of the Saviiigs-Invest- 
ment Gap. It also provides a convenient basis for discussing what has 
loosely become known as the stagnation thesis and the theory of a 
mature economy. 

The argument runs somewhat as follows.® Tlujre is a tendency for a 
certain substantial portion of national income to be savi^d, i.e., not spent 
on consumption, each year. If an equivalent amount of money is not 
invested for the actual formation of capital, part of the saved portion of 
income will, in effect, either be hoarded or will cause losses (or both) 
so that national income (which is equal to the sum of consumption plus 
capital formation) will fall. If, on the other hfind, the volume of acjtual 
capital formation is greater than (he saved porlion of income, a rise in 
national income will take place. Tlie difference between savings and in¬ 
vestment is the savings-investment gaj). It is al\va>s clovsed after the fact 
by price and income changes wliich causes unintended sav ings and invest¬ 
ment. Now^ what determines Jiow great the investment will be in com¬ 
parison with the saving? 

Excess of Prospective Savings over Prosj^ective Investment 

Savings may be considered a direct function of irjcomo in the sense 
that not only will there be a certain proportion of income saved (e.g., 
in life insurance, business savings, mortgage amortization, etc.) but also 
the amount of saving increases as the national iiK^ornc increases, perhaps 
even at an increasing rate (but for our purposes the latter condition, 
known as Keynes’ “psychological law,” does not matter), h]ven if national 
income remains at a constant level there will be a substantial volume of 


^ Here we arc not using the term “Saving” in the Keynesian sense where it is 
identical with Investment, but rather in the Ohlinian sense (or some variant) in which 
Savings and Investment may differ. 

® See Alvin H. Hansen, “Price Flexibility and the Full Employmen* rf Resources,” 
T/?,e Slructure of the American Economy: II. Toward Full U,se of ncsourccs (Nat ional Re¬ 
sources Planning Board, June, 1910), pp. 27-34. 
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savings and when it moves to a higher level the volume of savings will 
rise. Investment, however, bears no such functional relationship to 
national income. Merely by keeping each stock of capital at a constant 
level it is possible to maintain a given level of output of goods and 
services, i.e., of national income. In otiier words, the rate of net invest¬ 
ment need merely be zero to maintain a given level of income. In order 
to increase the output of goods and services, i.e., to raise the national 
income, net investment will ordinarily be necessary, i.e., a net increase 
in the stock of capital. But once the addition to the stock of capital is 
made and the higher level of national income is attained, again no net 
investment is necessary. At the same lime, as poifiled out above, the 
volume of savings is substantial for any given level of income and rises 
with any higher volume. Hen(je in the nature of the case we can see why 
there might be a tendency for savings to outrun investment. 

Excess of Prospectiv'e Investment over Prospective Savings 

It is quite possible, of course, that an inflationary rather than a de¬ 
flationary tendency might develop. Investment may outrun savings and 
national income may ris(5 beyond the point wIrtc substantially full em¬ 
ployment is reached, result would b(^ an inflationary rise in prices. 
This might occur when large private investments are made and savings 
are small. It may also (xnair where government expenditures for war 
purposes are large and the public consumption expenditures also are 
high with savings low. 

Investment OppoRTTJNmp:s 

The reason wJjy the gap, excess of savings over investment and 
therefore the tendency for income to fall need not always exist, is that 
new investment opportunities an', constantly opening up, e.g., a new 
industry, like railways, automobiles, electric refrigerators; or old indus¬ 
tries are expanded, e.g., housing, >Yith the result that- the level of invest¬ 
ment is greater than that merely requin'd to maintain the former output 
of goods and service's. If, however, the new investment opportunities do 
not exist, the natural tendency for a gap between savings and investment 
manifests itself and national income tends to fall. 

Function of the Government 

It was pointed out above that a prospective gap between savings and 
investment always disappears through price and income changes. It is 
not necessary for the government to intervene unless it wants to avoid 
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those price and income changes. Where a deflationary gap develops the 
government may decide to step in and take up some of the savings and 
convert them into investment, e.g., by public works. The alternative 
would be a fall in national income with its resulting effects upon the 
level of employment, tax revenues, etc. Hence where tliere is a lack of 
investment opportunities public expenditures financed out of savings 
(either through bonds, progressive taxation or printing money) arc neces¬ 
sary merely to maintain the level of national iiu'onie, l(‘t alone raise it. 
This involves a compensatory program of government spending. In case 
of an inflationary gap the government’s function would be either to cur¬ 
tail investment or increase savings (e.g., by reducing consumption) and 
thereby close the gap without incurring inflation. 

Conclusions 

The fullest understanding of economic and business-cycle theory must 
be invoked for any adequate analysis of the influence of government 
expenditures on the national income. A tentative approximation to the 
influence on consumption is provided by the multiplier principle but any 
attempt at a definitive study must consider many psychological and 
other influences which introduce a disturbing amount of variation in the 
factors involved in the multiplier analysis. The eflects on business invest¬ 
ment cannot be treated apart from the complicated question of Ihe in¬ 
ducement to invest. The acceleration principle provides a convenient 
starting point but not more. 

Snap conclusions such as those involved in the pump-priming theory 
imply assumptions regarding the inducement to invest which are fre¬ 
quently not realized under the conditions which usually prevail when a 
large government spending program is undertaken. The theory of the 
savings-investment gap is merely a neutral descriptive device (‘apable of 
being adapted to both inflationary and deflationary conditions. It is used 
as a framework for the exposition of the theory that compensatory 
government spending must be used to fill the gap left by inadequate 
investment opportunities; and likewise for policy recommendations under 
which government would reduce inflationary pressures. In considering 
the effects of government expenditures on the national income the major 
caution is to avoid considering purely mechanical devices such as the 
multiplier principle, the acceleration principle, and the theory of the 
savings-investment gap as short-cuts wdiich make unnecessary a study 
of the basic controlling factors in the economy, such as consumer and 
business expectations. 
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There is much more involved in making changes in the tax system 
than appears on the surface. The purpose of the taxes must be settled: 
do we wish merely to derive revenue or achieve some non-fmancial end, 
or both? The principles on wliich tlu^ taxes are to be based must be kept 
in mind while working out the details of the tax structure: is the tax 
burden to be distributed according to ability-to-pay; benefits received; 
the extent of “earned” as opposed to other income; the achievement of 
full employment; or simply expedience? Cdjilain practical considerations 
must be taken into account: the possible yields of various rates and 
forms of taxation; the jus(ice of the proposed tax structure; the cost of 
administration; and the (economic and social consequences. Finally, after 
the taxes are tentativ (dy formula f ed on the basis of the purposes, prin¬ 
ciples, and practical considerations mentioned above, an appropriate tax 
base and rate structun^ must be established. This involves a decision on 
whether the taxes will be proportional, regressive, or progressive. 

A moment’s rellcn lion will convince the student that the purposes, 
principles, practical considerations, and progreswsivity of a tax are not 
really distinct aspects of the fiscal system but actually form a unit. They 
tentatively separate llie dillereiit levels of tax policy formation which 
must finally be integrated. For instance, the ability-to-pay principle 
leads generally to a progressive tax. The “full-employment principle,” 
however, may or may not lead to such a tax, depending on the economic 
conditions which prevail at the time. Moreover, if the sole purpose of 
the tax is to raise revenue, it may be possible to set up a tax system 
following any one of a number of principles, giving full regard to several 
practical considerations and using any one of the possible rate structures. 
These few examples are given here merely to indicate the necessity of a 
separate discussion of what inay be called the four “p’s” of a tax struc¬ 
ture— purposes, principles, practical considerations, and progressivity — 
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despite the apparent overlapping and repetition which exists in the 
discussion of these several topics. 

Purposes of Tax Policy 

The purposes of tax policy are considered only in a broad sense. Two 
purposes are distinguished: financial and iion-financial. Taxes may be 
imposed for the purpose of raising revenue or the purpose of achieving 
some non-financial end. Regardless of which of these two purposes may 
have been intended at the time that the tax law was written, both effects 
are ordinarily achieved in practice by any tax. There seems to be a trend 
in the direction of recognizing more and more the non-revenue purposes 
and effects of taxation. 

The distinction between a “revenue tariff” and “protective tariff” 
illustrates the point. If a high protective tariff is imposed the aim is 
primarily non-financial, namely to keep certain goods out of the country. 
If the tariff is so high that none of the specified goods do enter the 
country then the revenue is nil. But if some of the goods enter and pay 
duty the Treasury derives some revenue. The Ihiited States tariff is 
generally a protective tariff, yet, in the fiscal year 1948, $422 million was 
derived in gross customs receipts. This may be compared with total 
budgetary receipts of $46,362 million in the same year. The estimates 
for 1949 were $378 million and $46,499 million, respectively.^ 

Likewise, a revenue tariff cannot fail to have some protective effect. 
The customs duty, however small, interposes a barrier to the importation 
of the commodity. The effectiveness of the barrier depends not only on 
the amount of the duty but also on its shifting and incidence. In so far 
as the barrier operates at all, non-fiiiancial effects are felt as well as 
financial. 

The same sort of dual effect of ostensibly single-purpose taxes is 
encountered in other cases. A sales tax imposed for revenue purposes 
cannot fail to influence consumption. An excise tax designed to dis¬ 
courage consumption of harmful commodities will also raise some reve¬ 
nue unless the imposts are prohibitively high. For instance, the tax on 
marihuana yielded $23,581 in the fiscal year 1945 and the taxes on 
narcotics (taxes on opium, taxes on coca leaves, and special taxes) 
yielded $732,436 in the same year.^ The tax on oleomargarine, likewise 
designed to discourage its use, yielded $2,219,010 on the colored product, 

^ U.S. Treasury Department, Treasury Bulletin^ August, 1948, p. 2. 

• U.S. Treasury Department, Annual Report of the Secretary of the Treasury on 
the Stale of the Finances for the Fiscal Year Ended June 30,19^5, p. 482. 
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$1,355,745 on the uncolored product, and $1,928,718 through special 
taxes.® The purpose of these taxes is clearly non-financial yet the taxes 
are financially productive to some extent. 

Principles of Tax Policy 

An individual tax and the tax structure as a whole may be framed 
so as to conform to prescribed principles. The selection of the appro¬ 
priate principle is primarily a matter of basic philosophy—of ultimate 
ends—and is scarcely amenable to economic analysis. The method 
adopted to achieve the ends is another matter. It is subject to con¬ 
siderable, although controversial, economic analysis. The alternative 
principles which may be followed arc listed below and discussed briefly. 

The approach to the problem considered here may be illustrat(^d by a 
particular tax. Suppose that it is decided to imposts an income lax. Should 
the tax be framed so as to derive the revenue mainly fioni those who are 
best able to pay, from those who will benefit most from the expenditures 
derived from the tax, from those who have received their income from 
property, from those who will help promote employment or curtail in¬ 
flation thereby, or from those who will complain the least when they 
pay it? These are the questions to be answered in deciding the prin¬ 
ciples which are to guide the formation of tax policy. 

The Ability-to-Pay Principle 

Taxing on the basis of ability to pay seems to be taken for granted 
in many parts of the federal tax structure. According to this principle 
those who have the greatest wealth or income pay most of the tax re¬ 
gardless of any benefits they may or may not derive. The federal personal 
income tax with its progressive rates is clearly an example of this. The 
higher income groups pay a proportionally larger part of their income 
to the government than do the lower income groups. In 1948 an un¬ 
married person earning $5000 after deductions but before exemptions 
would pay a tax of $810.72 or 16.21 per cent of his total income after 
deductions. If he earned $100,000 he would pay $58,762.24 or 58.76 per 
cent of his total income after deductions. (These figures are all after the 
reductions in tax rates made in the Revenue Act of 1948.) The inherit¬ 
ance tax structure is similar in this respect. The wartime excess profits 
tax, although based primarily on another principle, can be considered to 
have been formulated partly with a view to taxing those who can afford 


* Loc, cit. 
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to pay. Luxury taxes, such as those on jewelry and furs, may be based 
on the assumption that only those who can afford to buy such items 
will actually buy them. To the extent that this assumption is borne out 
in practice, the luxury taxes are based on ability to pay. But where the 
luxuries are bought by those who cannot really afford them the taxes 
cannot be considered in the ability-to-pay category. 

A corollary of the ability-to-pay priiiciple is taxing to equalize the 
distribution of income and wealth. Since the higher incomes are taxed 
more heavily, the tax structure itself has the effect of equalizing the 
distribution of wealth and income. The government expenditures can 
mitigate or accentuate the tendency. 

The doctrine of ability-to-pay has been criticized severely by Pro¬ 
fessor Kendrick. His reasoning, in essence, is that it is impossible to 
make comparisons of sacrifice betw^een individuals because of their wide 
differences in feelings, attitudes, and responses.'* Professor H. K. Allen 
has also criticized this principle, but on the grounds that it is incom¬ 
patible with the institution of private property.^ 

The Benefit Pkinciple 

Another possible basis for taxation is the benefit principle whereby 
the individual or firm pays according to the benefits derived from the 
government’s expenditures. The determination of benefits is difficult 
except where the tax is really a fee for a specific service rendered, llsually 
tax revenues must be coiivsidered as a whole and expenditures likewise. 
An individual or business firm benefits not from any specific service 
financed by the taxes it pays, but rather from governmental services as 
a whole, financed by taxes as a whole. A taxpayer benefits from national 
defense, fire protection, health services, and innumerable other govern¬ 
mental activities. A firm may even benefit from r(‘lief expenditures in 
so far as its business is stimulated thereby. 

What is the value of these varied services to the person or company 
paying the tax? The benefit is hard to measure unless it be in terms of 
the income which the taxpayer is enabled to earn or the property which 
he is enabled to keep as a result of the multifarious governmental ac¬ 
tivities of protection, promotion, education, and what-not. But if taxes 

* M. Slade Kendrick, **The Ability-to-Pay Theory of Taxation,” American 
Economic Review^ Vol. 29, March, 1939, pp. 92-101. (Partly reprinted in Harold M. 
Groves, Viewpoints on Public Finance, pp. 13-19 [New York: Henry Holt, 1947],) 

*H. Kenneth Allen, “The Ability-to-Pay Principle and Private Property,” The 
Tax Review, Vol. 9, June, 1948, pp. 24-28. 
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are imposed according to income and wealth they are substantially in 
accordance with the ability-to-pay principle. Thus it becomes difficult to 
dissociate the benefit principle from the ability-to-pay principle in those 
cases where the taxpayer benefits from general governmental services. 
The benefit principle can be distinguished clearly only where the tax 
revenue is earmarked to finance a specific service rendered the taxpayer. 

A “cosi-of-service” principle is sometimes distinguished from the 
others. If the tax is imposed in accordance with this principle the per¬ 
sons who receive the ben(‘fits from the expenditures will pay the costs 
incurred. Tliis may tlierefore be considered a refinement of the benefit 
principle and there seems to be no reason to list it separately. 

The “Earned-Income-Credit” Principle 

There is a third tax principle which sometimes finds its way into the 
tax laws. For want of a better name we call it the “earned-income-credit” 
principle after a feature of the federal incoriR' tax law which existed a 
few years back. Wag(^s and salaries were given a special deduction in 
computing the tax liability. The underlying theory was that those who 
dtTived their income by work of one sort or another should be favored; 
or, in effect, that income which the tax law considered “unearned” in¬ 
come, such as rent, dividends, and interest should be penalized. To some 
extent, the same philosophy underlay the excess profits tax. The w^ar 
profits, above a certain U^vel, were considered windfalls which were not 
attributable to any effort on the part of management. Rather they were 
due to Avar conditions over which management had no control. Inlierit- 
ance taxers, likewise, are based partly on this principle. The legatee did 
not earn the money he receives lienee he should be taxed at high rates. 
On the other hand, the tax laws sometimes run directly counter to this 
principle. The income tax of the City of Philadelphia, for instance, is 
really an “earnings” tax. Income from sources other than employee 
compensation and business is not covered by this so-called “income tax.” 

The “Full-employment” Principle 

Taxes may be so designed as to stimulate production and employ¬ 
ment without regard to c.onsiderations of ability-to-pay, benefit, and 
“earuedness.” The idea of incentive taxation falls into this category. 
Under various proposals of incentive taxation the tax structure is de¬ 
vised so as to stimulate production and employment. The merit-rating 
systems of unemployment insurance, for instance, are designed to en¬ 
courage stability of employment. Under such systems the employer 
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either receives a rebate or is subjected to a reduced unemployment 
insurance tax if he maintains a certain prescribed degree of stability in 
employment. The undistributed profits tax was intended partly as a 
stimulus to consumption by forcing the distribution of profiles to share¬ 
holders. The taxation of bank deposits is sometimes proposed as a method 
of stimulating spending. All of these plans are aiming at some high level 
of employment which is sometimes referred to as “full employment.” 
For convenience all such principles of tax policy are classified under the 
“full employment” principle. There seems to be a trend in the direction 
of giving these principles a greater and greater part in framing tax policy. 

The aim of tax policy may sometimes be to curtail rather than pro¬ 
mote spending. Wartime tax policy had this aim in large part. Since the 
type of economic analysis involv^ed is similar to that used in following 
the “full employment” principle, there does not seem to be any need to 
create a separate classifi(*ation. 

The “Expediency” Principle 

Sometimes taxes are imposed without any more noble purpose than 
to get the most revenue with the least trouble. The policy then is purely 
one of expediency. The inheritance taxes are based somewhat on this 
principle: the person who earned the money is not here to object to the 
tax. This principle is behind “hidden taxes” such as excises imposed at 
the point of manufacture and thereafter included in the price. The idea 
behind such taxes is crudely stated as “what the public doesn’t know 
won’t hurt tJjeni.” The taxation of small, unorganized groups which do 
not have powerful lobbies will often be greater than the favored lobby- 
powerful groups. Burdensome taxes on hiu'kstcrs in some communities 
are in the former category. Frequently the only principle used in tax 
revision is that of political expediency in this case. Many of the loop¬ 
holes in our tax laws can be traced to political expediency of this sort. 

Practical Considerations in Framing Tax Policy 

Regardless of the basic philosophy of the tax law—the underlying 
purposes and principles—there are some practical considerations which 
the policy-maker must take into account. In some cases this means that 
the main principle must be compromised and concessions have to be 
made to other principles. Considerations of yield, justice, administrative 
costs, and economic and social effects are among those which must be 
taken into account. 
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Yield 

If the primary purpose of the tax is to raise revenue the estimates of 
yield must of course play an important part in framing the tax law. The 
aim may be to raise a specified amount of revenue through the use of a 
tax built on some sort of ability-to-pay principle. But economic factors 
and other practical considerations may be such as to preclude the possi¬ 
bility of raising a sufficient amount of revenue through a strict adherence 
to this principle. For instance, a city may decide to raise $10 million of 
revenue through a progressive income tax based on the ability-to-pay 
principle. However, it is found that a bracket tax exceeding, say 20 per 
cent, will diminish rath(;r than increase revenue by driving high-income 
persons and businesses from the oily. In order to obtain the $10 million 
the administration finds that it has to tax medium-income wage-earners 
heavily—and it can do so because they are not likely to leave the locality. 
This is a case where the ability-to-pay principle has to give way before 
practical considerations of tax yield. 

The productivity of a tax will be of lio conscqiK'nc.e, of course, in 
those (Jases wliere the tax is designed to serve non-financial ends. Yet in 
some instances tax yield may serve as an indicator of the effectiveness 
of the tax in achieving the desired noii-financial end. A heavy income 
tax imposed on the lower brackets with a view to (curtailiiig consumption 
in wartime will be effective roughly to the extent lhat it achieves a trans¬ 
fer of funds from the income receivers to the government. In this sense, 
the yield indicates (although it docs not measure precisely) the effective¬ 
ness of the tax in curtailing consumption. 

On the other hand, the yield may sometimes be an inverse indicator 
of the effectiveness of the tax in achieving non-financial ends. A pro¬ 
tective tariff designed to keep out certain goods completely is 100 per 
cent effective if it yield no revenue, provided that smuggling is not 
taking place. 

Justice 

The tax administrator (umnot leave out of account (onsiderations of 
equity and justice. This is true even if a concession to these factors makes 
it necessary for him to deviate somewhat from his main principles or 
purposes. There are, of ( ourse, moral reasons why the tax structure 
should be fair. There are equally persuasive ones in the fields of practical 
politics and economics. 

No law can be enforced if it is against the wdll of the people. If a 
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tax law is generally considered to be unfair, evasion and avoidance will 
take their toll to such an extent that the tax will sooner or later have 
to be abandoned as a result of political pressure or economic dislocations. 
The emphasis is on what people think is just. The Macliiavellian tax 
administrator frames his tax laws and accompanying publicity so as to 
convince the people that the distribution of burden is (Xjuitable. Through 
hidden taxes such as excises imposed at the point of manufacture, the 
true nature of the imposts is hidden. The tax structure may actually be 
unjust and inequitable but it may be tolerable because its true nature is 
disguised. Moral considerations dictate that justice be done but the tax- 
frarners’ ingenuity often permits of persistent injustice and inequity. 

Administrative Costs 

Tax collection costs money. Any tax that is proposed must be judged 
not only by its yield but also by the costs that have to be incurred to 
derive that yield. A large administrative cost will be considered wasteful 
and the tax involved will not receive public* sanction. 

A clear example of variations in administrative costs may be found i/) 
customs duties. If we take the total intcnial revenue as a basis of corr»- 
parison W'e find that in the fiscal year 1915 the Bureau of Internal Revc*- 
nue expended $144,786,969 to collect a total of $43,675,865,945. This 
gives a cost of $0.33 to colh'ct $100. In 194 I the figure was $0.32 or only 
slightly less.® Thirty-three cents to collect a hundred dollars seems to be 
a very reasonable figure. Customs duties were, however, more expensive^ 
In fiscal 1945 it cost $26,211,092 to collect $561,101,058 or $4.67 per 
$100. In 1944 the figure w\as only $3.41." If these amounts seem high, 
it must be remembered that a large amount of time is spent by the 
Customs Service in not coll(‘c4ing, i.e., in enforcing the protectiv’^e tariffs. 
This fact is accentuated by the costliness of collection in some districts. 
The following table discloses the wide disparity in costs of collection. 
It will be noted that the Alaska and Sabii^e districts spent more money 
than they collected. Alaska spent $354.76 to collect $100 and Sabine 
spent $238.98, The Kentucky district was the most “profitable,” the 
cost being only twenty-eight cents to collect $100. Indiana and Pitts¬ 
burgh w^ere close with thirty-two and thirty-three cents, respectively. 
Buffalo ($4.66), Omaha ($4.88), Virginia ($4.81), and Wisconsin ($4.46) 
were near the national average of $4.67, 


* Animal Treasury Report 19^5^ p. 208. 
’ Ibt(L, p. 201. 
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Tahh a 

Cost op Collecting Customs Duties, 1945* 
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.28 

Philadelphia.... 

2.39 

i 


Laredo. 
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* Data derived from Annual Treasury licpori p(». 702-3. (The data cover the fiscal year 1945.) 


J^CONOMIC AND SOCIAL EfFF(.TS 

Finally, as a purely praclie.al mailer, the tax-framer cannot ignore 
the economic and social effecls of any revenue-raising measure. These 
may be in terms of production and employment or the distribution of 
income and wealth. TJic purpose of a given tax may merely be to raise 
revenue but its practi(!al consequences may be so harmful as to require 
its complete abandoiiment. Where the purpose of a tax is to curb infla¬ 
tion, the effects on tlie distribution of wealth may be so drastic as to 
w\arrant radical modificati<^)n of the provisions of the law. Regardless of 
the purposes and principles of the tax the tax-framer must consider the 
economic and social effects of a tax because of the possible political 
repercussions. 

Progressivity of the Rate Structure 

The task of determining the precise nature of the tax still remains 
after the purposes, principles, and practical administrative aspects have 
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been given due consideration. What rates are to be imposed? What ex¬ 
emptions and deductions are to to be allowed? What is to be the basis of 
the tax? What variations in base or rates are to be allowed between tax¬ 
payers? These are a few of the myriad questions which must be answered 
in order to translate the fundamental considerations discussed in this 
chapter into an operating tax. 


Tax Base 

The taxable item which remains after exemptions and deductions are 
allowed for is known as the tax base. The tax base for purposes of eco¬ 
nomic analysis may be quite different from the legal tax base. A few 
examples will suggest the difference. It is important to derive it properly 
because the true nature of a tax structure may be obscured by an in¬ 
correct notion of the base. The tax base is usually determined rather 
easily in the case of an income tax but it is relatively difficult in the 
case of a proper! y tax. 

Example !• An income (ax prescribes a rate of 20 per cent on net 
taxable income under $2000. A certain taxpayer has an income of $5000 
but his exemptions are $2500 and deductions $1500. The legal tax base 
in his case is then $1000. For purposes of economic analysis, however, 
the tax base will often be considered the full $5000. In this case the tax¬ 
payer pays $200 on an income of $5000, or 4 per cent. 

Example 2. The property tax rate in a certain community is $30 per 
$1000 of assessed valuation. Taxpayer A has a home assessed at $5000 
on which he has a veteran's exemption of $2000. The assessment in this 
case is assumed to be at the full normal market value of the house. Tax¬ 
payer B has a home assessed at $25,000 on which there is no e^xemption. 
However, tlie assessment in this case is at only 50 per cent of full normal 
market value. The legal tax base for A is $3000 and for B it is $25,000. 
The tax liabilities are $90 and $750, respectively. However, if we allow 
for the disparity in assessment policy we find that A pays a tax of $90 
on property that is worth $5000 and B pays a tax of $750 on property 
that is worth $50,000. This gives us effective rates of $18 per $1000 and 
$15 per $1000, respectively. For purposes of this computation the full 
value of the property, with correction for under- or overassessment, and 
without allowance for exemptions, is used as the base. 

Tax Rate 

The tax rate is the amount of tax per unit of tax base. In the case 
of the income tax the rate is usually expressed as a percentage, i.e., as a 
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certain amount per hundred. In Example 1, above, the rate is 20 per 
cent of the legal tax base which is the income after exemptions and de¬ 
ductions. When the entire income is used as the tax base, we find that 
the rate, for this particular taxpayer, is only 4 per cent. In Example 2 
the rate is $30 per $1000 or 3 per cent of the legal tax base. When the 
full normal market value is used as the tax base the rate turns out to be 
$18 per $1000 or 1.8 per cent for Taxpayer A and $15 per $1000 or 1.5 
per cent for Taxpayer II. 


Tax Liability 

The (^niircy amount of tax owing when the tax rate is applied to the 
lax base is the tax liability. In ILxample 1 the tax liability is $200. In 
Example 2 the lax liability is $90 for Taxpayer A and $750 for Tax¬ 
payer B. 

Computation of Progbessivity 

With the information given above it is possible to determine the 
progressivity of a tax. Proportional taxation exists when the tax rate is a 
constant per(M*ntage of th(^ tax base. Tlie 1945 excess profits tax, for 
instance, was 85)2 excess profits regardless of the amount 

of the latter, ('oinputed on the legal tax base this would be a case of 
proportional (axalion. A tax of 10 per cent on all income, of whatever 
size, would be another example. The property tax of $30 per $1000 men¬ 
tioned in Example 2, abov(% is also a case of proportioned taxation where 
the legal tax base, the assc^ssed value after exemptions, is used. However, 
in the true economic sense the lax is not proportional if the full normal 
market value is used as the base. This is b(‘causc the true rate is $18 per 
$1000 for one taxpayer and $15 per $1000 for another. 

Begressive taxation exists wluai the tax rate declines as the tax base in¬ 
creases. In the example just mentioned we find this to be true. The tax¬ 
payer owning the $5000 house pays at the rate of $18 per $1000 or 1.8 
per cent. The taxpayer owning the $50,000 house pays at the rate of 
$15 per $1000 or 1.5 per cent. 

Progressive taxation exists when the tax rate increases as the tax base 
increases. The clearest example is the personal incon)e tax in the United 
States. The following table gives the bracket rates in 1948 before the 
various percentage reductions w hich are dcscuibed in detail in Chapter 9. 
It will be observed that the rate in each bracket gets higher and higher 
from the initial figure of 20 per cent until it reaches 91 per cent for in¬ 
come in excess of $200,000. The spread from the initial to the final bracket 
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Table f2 

Individual Income Tax: 1948 Tax Rates* 

(Combined Normal Tax and Surtax Before Percentage Reductions) 


Net Income After Deductions and 
Exemptions 


Not over $:2000 

Over $2000 but not over $4000 
Over $ 1000 but not over $6000 
Over $6000 but not over $8000 
Over $8000 but not over $10,000 
Over $10,000 but not over $12,000 
Over $12,000 but not over $11,000 
Over $11,000 but not over $16,000 
Over $16,000 but not over $18,000 
Over $18,000 but not over $20,000 
Over $20,000 but not over $22,000 
Over $22,000 but not over $26,000 
Over $26,000 but not over $32,000 
Over $32,000 but not over $38,000 
Over $38,000 but not over $ 14,000 
Over $41,000 but not over $50,000 
Over $50,000 but not over $60,000 
Over $60,000 but not over $70,000 
Over $70,000 but not over $80,000 
Over $80,000 but not over $90,000 
Over $90,000 but not over $100,000 
Over $100,000 but not over $150,000 
Over $150,000 but not over $200,000 
Over $200,000 


Tax 


20^7 

$400, plus 22% of excess over $2000 
$810, plus 26% of excess over $4000 
$1360, plus 30f^5 of exee.ss over $6000 
$1960, plus 34 % of excess over $8000 
$2640, plus 38% of excess over $10,000 
$3400, plus 43% of excess over $12,000 
$4260, plus 47% of excess over $14,000 
$5200, plus 50% of excess over $16,000 
$6200, plus 53% of excess over $18,000 
$7260, plus 56% of excess over $20,000 
$8380, plus 59%) of excess over $22,000 
$10,740 plus 62% of excess over $26,000 
$14,460 plus 65 %j of excess over $32,000 
$18,360 plus 69% of excess over $38,000 
$22,500 plus 72% of excess over $44,000 
$26,820 plus 75% of excess over $50,000 
$34,320 plus 78 of (jxc.ess o\er $60,000 
$42,120 plus 81 % of excess over $70,000 
$50,220 plus 84% of excess over $80,000 
$58,620 plus 87 %. of excess t>ver $90,000 
$67,320 plus 89%) of excess over $100,000 
$111,820 plus 90%) of excess over $150,000 
$156,820 plus 91 %. of excess over $200,000 


Based oo U.S. Treasury Dopartmeul, Internal Revenue Serviee, Form lOlO-ES, 1948, 


rate would become even more marked if iiKTnne-before-deducfjon-and- 
exemptions were used as the base. 

Degressive taxation is a special form of progressive taxation and is in¬ 
cluded in the latter. This is the case where the increase in the rates does 
not take place as fast as the increase in the base. In the above table it 
will be noted that the $20,000-122,000 brat^ket is taxed 56 per cent, the 
$22,000-$26,000 bracket is taxed 59 per cent, and the $26,000-$32,000 
bracket is taxed 62 per cent. In both changes from 56 per cent to 59 
per cent and from 59 per cent to 62 per cent there is a rise of three per¬ 
centage points in the bracket rate. The size of the brackets increases, 
however, from $2000 to $4000 to $6000. Thus the tax rate rises three 
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percentage points for an increase of two thousand dollars in tax base; 
then it rises three percentage points for an increase of four thousand 
dollars in tax base; finally it rises three percentage points for an increase 
of six thousand dollars in tax base. The increase in tax rate is not so 
rapid as the increase in tax base. This is a case of degressive taxation. 
Not all parts of this progressive income tax are degressive. In the first 
three brackets of the table the rates are 20, 22, and 26 per cent. The 
first increase is two percentage points and the second is four percentage 
points. The brackets are all of the same size, however, in tljis early part 
of the tax table. Here, then, we have a case of a progressive tax which is 
not degressive. 

It might seem to the reader that there is a discrepancy between the 
illustrations given above and the various definitions in so far as the latter 
are in terms of brackets. The definitions are stated in over-all terms and 
not in bracket terms. The same qualitative result is obtained either way, 
however, and that is all that is necessary for purposes of the definitions. 
If the brackets are of uniform size and the bracket tax rate rises, the 
over-all rate also rises. The percentage rise in the bracket tax rate is not 
the same as the percentage rise in the over-all rate but that does not 
mait(T for this purpose. If the first $2000 is taxed 10 per cent and the 
second $2000 is taxed 20 per cent, the over-all rate rises from $200 per 
$2000 or 10 per cent to $600 ($200 plus $400) per $ 4000 or 15 per cent. 
Thus by definition this is a case of progressive taxation. 

Trend of Tax Collections in the United States 

A brief examination of some statistics on tax revenues A\ill indicate 
the relative importance of the respective taxing jurisdictions- federal, 
state, and local—and will also suggest the relative importance of indi¬ 
vidual taxes. This is essential in maintaining a proper perspective on the 
issues involved in the discussions of subsequent chapters. 

Tax Collections by Governviental Units 

The growth of tax collections of governmental units over the past 
thirty-five years is shown in Table 13 on page 144. Federal, state, and 
local revenues are included. 

From $2.7 billion in 1911 revenue rose to a peak of $8.8 billion in 1920, 
It fell off slightly during the next few years and then began to rise again 
to a peak of $10.3 billion in 1930. After another dip for a few years a 
steady upward climb persisted almost without interruption to the high 
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Table 13 

Tax CoLUxrrroNs by Govkhnmisntal Units, U>n~1916* 
{Exclusive of Pavholl Taxes for Social Security) 
(In Millions) 


Year 

Federal 

Slate 

Local 

Totals 

191J. 

^ 6H 

$ 300 

$1,753 

$ 2,697 

1912. 

' ()10 

300 

1,783 

2,723 

1913. 

672 

300 

1,801 

2,773 

1911. 

682 

350 

l,«<)8 

2,900 

19 If). 

6.10 

366 

I,‘M1 

2,937 

1916. 

: 731 

364 

2,015 

3,140 

1917. 

1,010 

410 

2.112 

3,592 

1018. 

: .3,898 

160 

2.210 

6,598 

1919. 

i 1,010 

528 

2,374 

6,942 

1920. 

.'-..T-ll 

600 

2,446 

8,787 

1921. 

j 1,975 

700 

2,519 

8,194 

1922. 

3,621 

858 

3,158 

7,637 

1923. 

! 3,203 

917 

3,28.5 

7,105 

192-1. 

3.3.55 

1.017 

3,518 

7,890 

1925. 

3,140 

1,017 

3,736 

7,983 

1926. 

3,123 

1,261 

1.001 

8,688 

1927. 

3,179 

1„3,55 

4.218 

9,082 

1928. 

3,367 

1,507 

4,161 

9,338 

1929. 

3,550 

1.612 

4,510 

9,672 

1930. 

3,633 

1,780 

4,879 

10,292 

1931. 

2,812 

1,992 

4,931 

9,735 

1932. 1 

l,B91 

1,851 

4,716 

8,458 

1933. 

1,878 

1,672 

4,520 

8,070 

1931. 

2 992 

1,909 

4,640 

9,541 

1935. 

3,653 

2,059 

4,756 

10,468 

1936. 

3,910 

2,540 

4,751 

11,204 

1937. 

4,877 

2,932 

4,740 

12,549 

1938. 

5,277 

3,124 

4,710 

13,141 

1939. 

1,765 

3,057 

4,780 

12.602 

1910. 

4,861 

3,273 

4,800 

12,934 

1941. 

6,819 

3,573 

4,800 

15,192 

1942. 

11,845 

3,917 

4,706 

20,468 

1943. 

21,194 

3,941 

4,700 

29,835 

1944. 

40,377 

4,087 

4.700 

49,164 

1945. 

42,477 

4,350 

4,700 

51,527 

1946. 

39,045 

4,883 

4,682 

48,610 


* Data derived from “Total Tax Collections in Tax Policy, Vol. 

14. No. 5 (May. 1947) p. 5. 
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level of $51.4 billion in 1945. The average during the prewar years 1935- 
1940 was in the neighborhood of $12 billion. 

Fiscal Importance of Individual Taxes 

The relative importance of ihe various individual taxes in 1946 is 
shown in Table 14. Tlie traditional classificalion of taxes placed one 
group in the category of direct taxes and the otluT in that of indirect 
taxes. The former includes excess profits, inlieritance, payroll, property. 

Table I 't 

Taxks in OnnKR of Fiscal Impomtanck; J916* 

(Fxcll'sivk of Payroll I'axks) 

(In Millions) 


Taj 

Federal 

Stale 

(Prelim¬ 

inary) 

Local 

Total 

(All 

Units) 

Per¬ 
centage 
of Total 
Col¬ 
lections 

IncoriK^ . ^ 

31,258 

831 i 

31« 

32,120 

66.08 

Propi'rl y. 

226 

1,31 P 

4,510 

9.34 

Al(M)hoIi(; hev(M*a"es. 

2,526 

161 

r 

2,090 

6.15 

(iRsoline. 

180 

1 900 

c 

1,380 

2.84 

Tobacco. 

1.166 

199 

f 

1,365 

2.81 

Ceneral sales and use. 


901 

70*^ 

971 

2.00 

Inheritance', e'stale, and f?ifl 

677 

113 

c 

820 

1 69 

Motor vehi(*Ies. 

366 

43 1 

(. 

800 

1.64 

Customs. 

43:> 



135 

.89 

Otfier. 

2,137 

785 

1_ 

267 

3,189 

6.56 


$39,015 

il,883 

?-I.6f!2 

"Tia’fritT 

100.00 


* DhIjiI tWivod from “ToLil Tax f’.oUorlioMs in loj* Policy, \ ol. 11, No. 5 (May, 1947), p. 4. 

« From iudividiiul city reports for PhiladeJpliia and Washinglon. 

ft 194!> figures for citi<>s over IJojOOO, jilus 1911 figures for countless, plus 1942 figures for other local 
units. 

•* ILn^ent figures not uvalLihle. Ineliided in oilier. 

^ 1942 fiigure. 

and poll taxes, and tlie latter includes tariffs, excises, sales, and processing 
taxes. Th(i terms direct and indirect, however, arc unsatisfactory because 
they arc based on a presupposition as to the final incidence of the tax, 
John Stuart Mill has said, “A direct tax is one which is demanded from 
the very persons who, it is intended or desired, should pay it.”^ The 

® John Stuart Mill, Principles of Polilical Economy, Vol. 2, Book V, Chapter 3, 
Arficlt* T, p. 418 (New York: D. Appleton and Co., 1865). (From the 5th Ijondon 
edition.) 
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intention of the legislators, even if there were one, is not always carried 
out. Since the question of ultimate incidence is more in the realm of meta¬ 
physics than in economics, it is best to drop these objectionable terms. 
It is much less misleading to classify taxes without respect to the ques¬ 
tion of incidence and call them “taxes on income and wealth” and “taxes 
on commodities and services.” The grand total of $48.6 billion for all 
governmental units came mainly from income taxes. Some 66 per cent 
was derived from this soun‘e. The property tax came as a poor second 
with 9 per cent. Alcoholic beverage taxes provided 6 per cent. Ciasoline, 
tobacco, general sales and use, inheritance, estate and gift, motor vehicle, 
and customs together contributed about 12 per cent of the total. 

The great current importance of taxes on income and the relative 
unimportance of taxes on commodities has an interesting historical 
aspect. Commodity taxes are extremely popular with tax administrators 
largely because of the relative stability of their yield in both good times 
and bad. The main reason for this is that they affect consumption which, 
by and large, is not subject to fluctuations so great as those of either 
income as a whole or capital formation (i.e., the change in the rate of 
addition to the stock of wealth). Over thirty years ago Seligman observed, 
“Step by step during the nineteenth century in Europe and more recently 
in some of our advanced American commonwealths the personal tax is 
giving way to the real fax. tlie tax on things, the specific tax.”^ The 
tremendous revenue possibilities of income taxes in good times have lured 
tax administrators away from reliance on the greater stability but lower 
yield of commodity taxes. 


® E. R. A. Seligman, “Newer Tendencies in American Taxation,” Annals of the 
American Academy of Political and Social Science^ Vol. 58, 1915, p. 1. 
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Incidence and Effects of Taxation 
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What happens when a tax is imposed? This is a large question re¬ 
quiring an elaborate answer. The process of obtaining the answer must 
be broken into convenient workable parts. Here the traditional distinc¬ 
tion between incidence and economic effects suggests itself- The analysis 
of incidence tries to determine “on whom the more immediate burden 
of the tax rests.The subject of economic effects, lKn\ever, has beem 
mainly concerned with “the ultimate economic condition to which a tax 
gives rise.”- 

It is evident that there is almost complete overlapping between these 
two aspects of the problem since it is impossible to decide where the tax 
rests without knowing its effect on such items as production, consump¬ 
tion, savings, etc.; and it is impossible to know what the effects are 
without knowing something about the shifting of the tax. As a result, 
the term “incidence” is often broadly defined, e.g., by Due, as “the 
manner in which the burden of the tax is finally allocated as among 
various groups in the economy. This can be determined only after con¬ 
sideration of all readjustments which occur as a result of the tax, in¬ 
cluding such secondary reactions as changes in the prices of the factors.”* 
In a broad definition of this sort, the definition of economic effects 

* The. Report of the Colwyn Committee of 1927 (United Kingdom: Committee on 
National Debt and Taxation, Report), p. 106. The Colwyn Committee worked three 
years, from 1924 to 1927, on the national debt and (m the incidence of existing taxa¬ 
tion, .with special reference to their elTect on trade, industry, emj*loymont, and national 
credit. Kvidence was taken from 62 witnesses, including bankers, economivSts, financial 
exjierts, and representatives of numerous societies, guilds, congresses, and councils. 
See the review by W. H. Coates, Journal of Royal Statistical Society, Vol. 90, 1927, 
pt. 2, pp, 353-64. 

*H. A. Silverman, Taxation: Its Incidence and Effects, p. 89 (London: Macmillan 
& Co., Ltd., 1931). 

• John F. Due, “The Incidence of Retail Sales Taxes,” Bulletin of the National Tax 
Association, Vol. 25, (May, 1940), p. 226, n. 1. 
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becomes practically identical with that of incidence. It is thoughts of 
this sort which have prompted Bcnham to say that “the old distinction 
between the incidence and the effects of a tax is merely a hindrance to 
clear thinking.”^ 

The broad definition of incidence is not very helpful in actual eco¬ 
nomic analysis. In the economic system evcrytliing aff(‘cts evorylhing 
else and it is impossible to carry through any analysis if (werything is 
to be taken into account at once. Barring the use of a c()mpU‘le econo¬ 
metric model of the system, it is lUTCSsary to break I he analysis of any 
economic problem into various steps, co()rdinating them at eonvenienit 
intervals, adding a touch of judgment and eveii common sense lan e and 
there. Hence in this book we retain the old distinction between incidenc(* 
and effects as a first approximation. The distinction is ('ssentiall> along 
the lines of the definitions given at the beginning of this chapter with 
the understanding and admission that neither part of tlie analysis is 
independent of the other. 

Impact, Shifting, and Incidence of Taxation 

The most important initial question to be settled in d(‘termining the 
effects of taxation is, ‘‘Who actually pays the lax(\s?” This may appear 
to be an unnecessary question or, at least, onc^ with an obvious answer. 
We merely have to look up the lax law, one might think, and find out 
who pays the tax according to law. At any rate, the law itself se(‘ins to 
assume that the legal payer of the tax actually does pay the tax. An 
illustration of this may be found in the deductibility of certain state 
taxes for federal personal income tax purposes. If lluj respective slate 
law covering the gasoline tax, for instance, says that the tax is to be 
paid by the consumer, then the tax is deduclil)le. If I lie respective state 
law says that the tax is to be paid by the retailcT, then the tax is not 
deductible by the consumer. The legal assumption is that the law has 
actually determined who pays the tax. 

Economists, being generally very hard to satisfy, are not in any sense 
satisfied with the l(*gal assumption. Law can no more di termine wlio, 
precisely, pays the taxes in a free economy tlian il, can d(‘t('rmine liow 
much productive effort an individual should put forth in a year. The 
legal point of tax payment is only a starting point. The legal payer may 
try to force someone else to pay, and he may succeed. This is generally 

* Frederic C. Benham, review of The Incidence of Income Taxeshy Duncan Black, 
Economica, New Series, Vol. 7,May, 1040, p. 204. Cf. Duncan IMack, The Incidence 
of Income Taxes, Chapter 9 (London: Macoiillan & Co., Ltd., 1939). 
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not in violation of the law, but rather belongs in a realm which the law 
does not touch. The law may require a retailer to add the tax onto the 
consumer’s bill, but it does not prevent him from reducing the base price 
of the articles at the same time. When the retail price of the article is set 
by law, as under the fair trade laws in some states, then the retailer’s 
hands are tied to some extent but he can find other ways to force the 
consumer to absorb some of the tax, e.g. through changes in service. 

There arc other instances where the law’ has tried to interpose obsta¬ 
cles to tlie individual’s attempts to make someone else pay his taxes. 
Wh(ui the federal withholding tax was first imposed during World War II, 
some workers succeeded in forcing their employers to pay the tax them¬ 
selves. The amount of tax involved was, however, considered part of the 
worker’s ri'inuncralion by the Internal Revenue authorities. Thus if the 
employer paid the tax the worker w^as in effect getting an increase in 
wages. In so far as wages were frozen, this was against the law. But quite 
apart from this legal restriction, the increase in wages was itself taxable 
for iiu'orae tax purposes. For instance, a person earning $40 per week 
and required to pay $10 tax might force his employer to pay the $10 
for him. But this would mean that the worker w as illegally evading some 
tax. Since the employer paid $10 for him, his total income was really $50. 
The total tax might then be $12. By paying only $10, $2 worth of tax 
was being illegally evaded. These legal obstacles to making someone else 
pay the tax are only exceptions. In any case, they restrict such efforts to 
only a limited extent. There is always some opportunity to make some¬ 
one else pay some of your tax sooner or later. 

In trying to discover who pays the taxes, a distinction is made be- 
tw^een impact, shifting, and wcidence. These terms and several of their 
variants are defined and illustrated below. 

Impact of a Tax 

Impact of the tax is the point where the tax is imposed hy laiv. The 
impact of the personal income lax is on the individual who pays it. 
The impact of the corporation inc'ome tax is on the corporation, I'he 
impact, of the retailer’s excise tax is on the retailer even if he invariably 
adds the tax to the consumer’s bill. The impact of a gasoline tax which 
is specified by law^ as being paid by the consumer is on the consumer 
even thougli the seller of the gasoline acts as the collecting agent for the 
government and does all of the bookkeeping involved. The person who 
turns the money over to the government is not necessarily at the point 
of impact. The sole clear-cut criterion for impact must be found in the 
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tax law itself. In the case of the personal income tax the employer acts 
as collecting agent for part of the tax, the withheld part, but none of 
the impact is on him. In the case of unemployment insurance taxes the 
impact is entirely on the employer in most states. The impact of the 
old-age pension Social Security taxes is partly on the employer and 
partly on the worker even tiiough the employer acts as collecting agent 
for the entire amount. This distinction between the impact of a tax and 
the collecting agent is not always made clearly, with the result that a 
false start is made in the discussion of tax shifting and incidence. The 
term “initial impact” will generally bo used here to emphasize that the 
initial payer of the tax is referred to. The term impact is defined so that 
the word initial is really redundant, but tlie two words are nevertheless 
retained for emphasis. 


Shutting of a Tax 

Shifting of a fax is the process of forcing someone else to pay the tax. 
The worker who obtains an increase in wages to offset the income tax 
which he has to pay shifts the tax to his employer. The employer, in 
turn, may raise the price of the prodiu^t and thereby shift the tax to the 
consumer, who may be the worker himself. The tax may be shifted in 
whole, in part, or not at all. It may be shifted many tim(^s before finding 
a final resting place, or it may be shifted only a few' times. Shifting may 
take various forms. One distinction, based on the direction of the shift, 
is made between fonmrd shifting and backward shifting. Another distinc¬ 
tion, based on tlie period of time considered, is made between market- 
period shifting, short-run shifting, and long-run shifiiTtg. These distinctions 
may be clarified by a few general remarks before definitions and specific 
examples are provided. 

The possibility of shifting a tax may be considered fiom various 
angles. Will the price of an existing supply of goods be changed as a 
result of the tax? Will the price at which the (variable) output of given 
plants is sold be changed? Will the price at which the output of plants, 
variable in number and productive capacity, be changed? Evidently all 
of these questions should be considered in studying the sliiftiiig of taxes. 
Because of the different factors to be taken into account it is convenient 
to separate the three analyses, but this does not mean that they are 
three alternative problems. A businessman may concurrently be making 
market-period, short-run, and long-run decisions. There is only the one 
problem, the shifting of the tax. A full study of the shifting of any tax 
must take account of each direction of shifting and each “period” of 
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shifting. This makes a total of six sets of analyses (forward shifting in 
the market period, short-run and long-run; and backward shifting in the 
market period, short-run, and long-run). 

Distinction Between Forward and Backward Shifting 

Forward shifting is shifting the tax by charging more for goods or services. 
The taxed manufacturer who forces liis customers to pay part or all of a 
tax by raising the price of the goods he sells is shifting the tax forward. 
The taxed worker who forces his (employer to raise his wages is shifting 
the tax forward. It is important to remember that it is the seller who 
shifts the tax forw^ard. In so far as an individual sells anything at all, 
there is the possibility (wliich may not be realized) of shifting the tax 
forward. 

Backward shifting is shifting the tax by paying less for goods or services. 
The taxed manufac turer who forceps down the price of raw materials 
which he buys is shifting the tax backward. The taxed worker wdio in¬ 
sists on and succeeds in paying a lower price for the goods he buys is 
shifting the tax bac'kward. Backward shifting is done by the buyer. Any¬ 
one who buys a good or service may be able to shift backwai’d a tax 
which is imposed on or is shifted to him. 

Market-period Shiftmg: Fonrard and Backward 

Market-period shifting is shifting tvhich is accomplished through a change 
in the price of an existing supply of goods. Forward market-period shifting 
takes place when the seller raises the price at which he sells an existing 
supply of goods. Backward market-period shifting takes place when the 
buyer reduces the price a I which he buys an existing supply of goods. 

Forward market-period shifting is illustrated by the grocer who has 
substantial stocks on hand at a time when a tax is imposed on retail 
sales. The initial impact of the tax is here taken to be on the grocer 
himself. If he leaves unchanged the price at which he sells the existing 
supply to his customers, then there is no forw ard market-period shifting 
of the tax. To the extent that he raises the price at which he sells his 
existing supply, there is some forward market-period shifting. 

Backward market-period shifting may be illustrated by the grocer’s 
customer when the latter has to pay a larger tax on his income. If the 
customer can force a reduction in the price at w Inch the grocer sells goods 
out of his existing supply, then the customer has succeeded in shifting 
the tax backward. Since the reduced price applies to an existing supply 
of goods, this is a case of backward market-period shifting. 
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Short-run Shifting: Forward and Backward 

Short-run shifting is shifting which is accomplished through a change in 
the price of a prospective supply to be produced ivith fixed productive facilities. 
This is illustrated by the case of the manufacturer who has a certain 
plant and equipment. If the price at w^hich the output sold changes as a 
result of a tax, it may be said that short-run shifting takes place. Forward 
short-run shifting occurs wdien the seller raises the pric^e at which he sells 
the prospective output of a plant with given capacity. Backward short-run 
shifting takes place when the buyer forces a reduction in the price at 
which he buys the prospective output of a plant with given capacity. 

Forward short-run shifting may be demonstrated by th(^ following 
example. A maiiufacdurer of men’s shirts has a plant which (;an produce 
up to a thousand shirts a day. If he sells the shirts at two dollars each 
he can sell his whole daily output. That has been his practice and he 
intends to continue. Now' a tax of fifty cents is imposed on each shirt. 
If he wants to shift the tax completely he has to raise the price to $2.50, 
at which price he will only be able to sell perhaps 800 shirts per day. 
To the extent that he adopts this plan he engages in forward short-run 
shifting. He is shifting the tax by raising the price of what he sells; and 
his action is confined to liis present plant, merely changing the price and 
thus the output. The actual extent of the change in amount d(^mand(^d, 
if any, will depend on demand conditions. His final decisiori in the rnattcT 
will depc^nd on a complex of factors. Th(«e are not dealt w ith here but 
will be considered in dealing with the shifting of particular taxes. 

Backward short-run shifting would take plac'e if the above manufac¬ 
turer would try to sliift the tax by buying his materials cheaper rather 
than raising the price of his shirts. lie will not be able to do vso very 
often, and, if he does, he may not be able to obtain sufiicitait material 
to keep his output up to a thousand shirts a day. If he pays ten cents 
less than before for the material he puts in each shirt he may, for instance, 
have to cut his output to 850 per day. What he wull decade to do will, 
again, depend on a number of factors to be considered later. But in so 
far as he succeeds in passing on some of the tax in this way, he may be 
said to be engaging in backward short-run shifting. 

Long-run Shifting: Forward and Backward 

Long-run shifting is shifting which is accomplished through a change in 
price resulting from a change in productive capacity. The change in ca¬ 
pacity may come about through expansion or contraction of individual 
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plants or the entry or exit of firms into or out of an industry. Forward 
long-run shifting occurs when the price charged for goods or services rises 
as a result of a change in productive capacity attributable to a tax. 
Backward long-run shifting occurs when the price paid for goods or serv¬ 
ices is reduced as a result of a change in productive capacity attributable 
to a tax. 

Whether a reduction in capacity occasioned by a tax results in an 
increase or decrease in price depends partly on cost conditions in the 
industry. A cutting-down in the size and number of plants in some lines 
of business may reduce costs generally in the remaining plants (i.e., long- 
run ificreasing costs—costs increase with expanded capacity and they 
decrease with reduced capacity) or it may increase costs generally in the 
remaining plants (i.e. long-run decreasing costs—costs decrease with ex- 
paruh^d capacity and increase with reduced capacity). In some cases a 
reduction in capacity may have no effect on costs (i.e. long-run constant 
costs). The extent to which these cost conditions influence the price de¬ 
pends on the demand conditions, the degree of competition, and similar 
factors. This matter, too, will receive a more detailed study in connection 
with individual taxes. 

Forward long-run shifting may be illustrated by the tax on retail 
sales of groceries sugg<\stt‘d above. As a r(‘sull of the tax some of the 
grocers, presumably those who are barely holding on anyway, may be 
forc(‘d out of business. The cost conditions and the conditions of com¬ 
petition may be such that prices generally rise in the retail grocery line. 
This may be considered a case of forward long-run shifting because the 
tax has been passed on by the sellers as a result of a change in productive 
capacity. 

Bac^kward long-run sliifting would occur if, as a result of the reduced 
number of grocers, the remaining grocers were able to get their goods at a 
low^er price from their suppliers. This might occur because there is less 
competition by the remaining grocers—a likely result of a reduction in 
number of competitors. Or it may occur for any number of reasons on 
the cost or demand side. 

Incidence of a Tax 

Incidence of a lax is the final resting place of the tax. If the income tax 
is actually borne by the millionaire and he does not shift it to anyone 
else, then the incidence is on him. A reasonable question is, however, 
“Won’t he ever shift the tax to anyone?” It would be a rash person 
indeed who would say that the tax would never be shifted to anyone else. 
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It is clearly necessary to make the term “incidence” a relative term per¬ 
taining to a specified period of time with known characteristics. 

For each phase of the analysis of tax shifting there must be some 
conclusion reached as to the tax incidence. This means that there is 
market-period incidence^ short-run incidence^ and long-run incidence. This 
may seem to be an excessive degree of classification especially in view 
of the fact that “incidence” is usually taken to be something unique. 
But a moment’s reflei lion will reveal that it is impossible to make a 
statement about incideiu e tJiat applies to all periods. In the absence of 
any qualification, “incidence” presumably means the “final” incidenc(^ 
after all possibilities of slufting are allowed for.^ But is it not interesting 
and important to know w ho actually pays the tax imposed on an avail¬ 
able supply of goods, such as thos(? on the grocer’s shelves, mentioned 
above? The answer gives ns tla^ market-period incidence. And is it not 
at least e(|ually interesting and important to know who actually pays 
the tax imposed on a variable output of a given plant? llie answer gives 
us the short-run incidence. 

The “final” incidence of the tax may perhaps be identified with the 
long-run incidence. The final or long-run incidence is then on the person 
who pays the tax when every allowance is made for chaiiges in produc- 
tiv^e capacity as well as changes in output. It must be recalled that the 
analysis of shifting is confined to the possibility of changing the price of 
goods or services. The fact that someone else may eventually pay part 
of the tax as a result of, say, a general depression somehow attributable 
to the tax does not change the final incidence but comes in the category 
of economic effects. Even the possibility of pressurt^ on relatives or friends 
or of political pressure to force someone else to share the tax should be 
taken into consideration,® but the term “shifting” loses most of its ana¬ 
lytical and practical utility if it is not confined more closely. 

® Comf>are von Mering who adopts Pantaleoni’s definition: “Incidence of the tax: 
this is the locale of the final burden,” and says on his own account: “The economic 
effects which follow from the moment of impact of a tax until the ultimate incidence 
of that tax constitute the subject matter of the theory of tax shifting.” Otto von 
Mering, The Shifting and Incidence of Taxation (Philadelphia: The Blakiston Com¬ 
pany, 1942), p. 3. [Italics added]. 

Groves also speaks of “incidence” and “final burden” as if they were synonymous. 
See Harold M. Groves, Postwar Taxation and Economic Progress (New York: McGraw- 
Hill Book Company, 1946), p. 108. 

® The term “sideward shifting” has been 8uggest<».d to me by Richard N. Schmidt 
to cover the case where a tax is shifted neither forward nor backward but is forced 
onto relatives and friends. 
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Competitive Conditions 

The detailed distinctions regarding direction of shifting and period of 
shifting which were made above greatly increase the possibility of apply¬ 
ing tax shifting theory to a particular problem. The actual extent of 
shifting which occurs will, however, depend on the competitive conditions 
which prevail. It is important to know whether pure competition, mo¬ 
nopolistic competition, monopoly, oligopoly, or one of the numerous 
other competitive situations prevails.^ These various possibilities will be 
taken into account in the analysis of shifting, although it would mani¬ 
festly be impossible to consider the shifting of every tax under each one 
of the possible competitive situations. 

Taxation of Economic Surplus 

A basic element in the study of the shifting and effects of taxation 
is the theory of economic surplus. It arises in connection with most of 
the taxes to be discussed later in this book. Economic surplus is any 
amount that is paid over and above what is absolutely necessary to purchase 
a good or service or hire a factor of production. This is traditionally known 
as “economic rent” and “quasi-rent,” but these terms frequently cause 
confusion with ordinary rent payments. Since it is almost imposvsiblc to 
avoid a confusion between economic rent and the rent payments actually 
made, the term economic surplus is used here instead. The term “quasi¬ 
rent” is applied to those surpluses which arise in (onnection with other 
factors than land. The distinction is njade largely on the grounds that 
the economic rent on land will always exist because of the fact that land 
cannot be produced. In connection with the other factors, it is assumed 
that the rents that are created are only temporary. As larger amounts 
of the factor are produced, the surplus paid will be removed. A more 
detailed discussion of economic rent is necessary before its origin in con¬ 
nection with land and other factors can be understood fully and the 
taxation of economic surplus can be studied. Before going into the details 
of the analysis, it may be worth while to point out by way of encourage¬ 
ment that economic rent or surplus is not merely a theoretical concept 
but rather that it has some very practical connotations. 

^ See E. D. Fagan and R. W. Jaslram, “Tax Shifting in the Short Run,“ Quarterly 
Journal of Economics, Vol. 53, August, 1939, pp. 562-89. 
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Economic Surplus on Agricultural Land 

Agricultural land varies widely in fertility. The quality of the produce 
may be the same from many pieces of land but the quantity may differ 
greatly. The product may sell at the same price per unit whether it 
comes from the better or poorer land. With the same expenditure of 
labor and equipment the various pieces of land will yield different 
amounts of produce. Since the human contribution directly and in¬ 
directly, i.e. through labor and equipment, is the same, the differences 
in amount of product must be attributed to natural conditions. These 
natural conditions include fertility of the soil in the narrow sense and 
also general climatic conditions. Thus the better land will yit'ld a surplus 
which is not attributable to any human element but is attributable 
directly to the contribution of natural conditions. If we use that land 
which barely meets its production costs as a base for purposes of com¬ 
parison, then we can measure the magnitude of the economi(^ surplus by 
comparing the proceeds from the sale of the produce on Xhe better land 
wath the value of the produce on the base land. Siiuie the fertility of land 
wall always vary from one piece to another, economic surplus will always 
be found. It must be emphasized that this surplus is not a reward for 
any human effort but is a contribution of nature itself. If the surplus 
were removed the incentive for human effort should not be impaired. 

The economic surplus mentioned above comes from nature’s con¬ 
tribution to the produce. Whether the landlord or the tenant or tax 
collector or someone else gets that economic surplus will d(ipend on com¬ 
petitive conditions, bargaining power, and similar factors. The shrewd 
landlord may be able to exact a rent payment which is suffh^ient to 
transfer to him the entire economic surplus. The tenant still makes 
enough to induce him to remain on the land because the sujpliis is some¬ 
thing over and above all of the production costs in the form of his labor, 
the cost of equipment and materials, and so on. It is not inconceivable 
that the tenant may be able to arrange the rent payments to be so low 
that the entire economic surplus actually accrues to him. On the other 
hand, it is quite conceivable that the tax collector steps in and takes 
most of the economic surplus. The tax collector may get his share of the 
surplus by taxing tlie property owner or the tenant. Any other factor of 
production may through some strategic position be able to receive some 
or all of the economic surplus. 

That there is a surplus attributable to differences in natural condi¬ 
tions cannot be denied, but who actually receives the surplus is a matter 
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of individual arrangement or accident. It is likely, however, that since 
the amount of fertile land available is limited and there is likely to be a 
high d(^gree of competition for that land, then in the long run the rent 
payments may fully exhaust the economic surplus. In other words, the 
surplus accrues to the landlord. The present landlord may, of course, 
have taken this into account when he purchased the land. In other words, 
the value of the land may have capitalized the economic surplus. That 
simply means that the landlord expects to get it. But it is nevertheless a 
true surplus attributable not to any human element but to natural 
conditions. 


Economic Surplus on Non agricultural Land 

Variations in the productivity of nonagricultural land are just as 
mark(‘d as in the case of agricultural land. By “productivity,” of course, 
we do not mean exactly the same type of physical produce as in the case 
of agricultural land. There is no doubt, however, that pieces of land of 
the same size are much more valuable economically in one part of the 
city than in another. In the downtown commercial section of any city 
th(‘re will be pieces of land with a very high value per foot. In outlying 
(»r in rundown sections of the same city the land may be of little use. 
The explanation lies, not in any human effort, but in th(^ location of the 
land. Of course human factors played a large part in determining the 
economic development of the city and its various sections but with 
respc'ct to the differential productivity of the presently existing locations 
no human effort is involved. The same number of salespeople working 
equally hard, the same amount of display space and display equipment 
will yield a much larger volume of sales in the good downtown location 
than in the other locations. The location itself makes a contribution to 
the productivity of the land over and above the human effort directly 
and indirectly expended at the present time. 

Urban and other nonagricultural land then yields an economic sur¬ 
plus which is comparable in every w-ay to that yielded by agricultural 
land. Differences between different locations for commercial or industrial 
or other purposes will alw^ays exist. As long as the differences remain, 
the surpluses will remain. Sections of the city may rise or fall in produc¬ 
tivity but taking nonagricultural land as a whole it will always be possible 
to find differences in productivity (commercially or industrially speaking) 
between various pieces of land. Aside from the long-term growth of the 
country it is generally true that the rise of one area is accompanied by 
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the decline of another. Thus the differentials remain. And the economic 
surplus remains. 

Again a question arises as to who receives this economic surplus. If a 
tenant makes a long-term lease in an area which in the course of the 
lease grows in coniinen'ial or industrial importance, then the tenant will 
be the beneficiary of the e(‘onomic surplus contributed by the improving 
location. But when a new lease is made in areas whi(!h are well estab¬ 
lished commercially or industrially, it will invariably take account of the 
advantages of the location. The rent payments will be high enough to 
transfer to the landlord most if not all of the surplus. Just how much of 
the surplus is actually transferred to the landlord will depend on the 
state of knowledge or ignorance on both sides, the degree of competition 
for the occupancy of the diffcrenl places, and similar factors. Moreover, 
tax assessments, with some lag, take account of the advantages of loca¬ 
tion and tlierefore the differential economic value. Thus the tax collector 
takes from the landowner some or all, and in some cases more than all, 
of the economic surplus. If the tenant is fortunate enough to have 
arranged a rent payment which exhausted only a part of the economic 
surplus, then in many cases the income tax collector will share the eco¬ 
nomic surplus with him. In the case of an area wliich has declined but 
with respect to wdiich outstanding leases still provide for liigh rent pay¬ 
ments, it may well be that those rent payments exceed the economic 
surplus and the tenant loses money unless he can somehow make up the 
difference on other factors of production which he employs. 

Economic Surplus on Goods 

Surpluses similar to those which arise on land may be evident in 
other assets. A piece of equipment which is temporarily in short supply 
may be able to exact a return which is far greater than that which would 
ordinarily be necessary to encourage its production. Another way of 
looking at it is to say that the return is greater tJian that which it could 
obtain in alternative uses, i.e. the opportunity cost. But what the assets 
could obtain in alternative uses of course depends on the area defined. 
An asset used in a single firm could readily find employment in com¬ 
peting firms in the same industry. But the asset may not be adaptable 
to other industries and therefore may not be able to find a very large 
return in those industries. As the area covered expands, the alternative 
uses which are still available may become less and less productive, i.e. 
the opportunity cost gets smaller and smaller. Therefore in deciding on 
the magnitude of the economic surplus accruing to any particular fixed 
158 



INCIDENCE AND EFFECTS OF TAXATION 


asset at any particular time it is necessary to consider the alternatives 
which are available at that time. 

The economic surplus so determined can be taxed away without any 
detrimental consequences during the period of time for which the surplus 
calculation is appropriate. Since the fixed asset is receiving the return in 
excess of what it could get in any other use, then to remove the excess 
would not provoke the transfer to other uses. 

The surpluses obtained on plant and equipment are not likely to be 
of a permanent nature. This is true quite apart from the fact that the 
assets will wear out. If a surplus is being enjoyed by an asset, the pre¬ 
sumption is that the production of the asset will be expanded. That will 
ultimately reduce the return so that the surplus is reduced or wiped out 
completely. Monopolistic factors would of course interfere with this 
process and it is quite conceivable that some equipment, perhaps har¬ 
vesting equipment, will enjoy a surplus for its producers throughout its 
life. There is nevertheless a difference betw^een the economic surplus on 
goods and that on land. Regardless of the degree of monopoly, the differ¬ 
ential on land will remain and thus surpluses will remain. Such cannot 
be said of man-made pieces of equipmenl. Thus, generally speaking, the 
surpluses on assets other than land may be considered of a temporary 
nature. Ncverthelcwss the surpluses may be large and if taxed aw ay there 
cannot be any significant repercussions immediately. The encourage¬ 
ment to the increased production of assets is removed, however, and in 
this indirect way the taxing away of the surplus will have its effects. 

Some goods are not. reproducible and they will permanently have 
an economic surplus. This is true of objets (Tart: a rare painting or a piece 
of sculpture will increase rather tlian decrease its value as time goes on. 
One cannot say it commands a price which far exceeds its opportunity 
cost because in such cases lh(‘ concept of opportunity cost really loses its 
meaning. Nevertheless if is true that there is a considerable surplus which 
can be taxed aw ay w ithout any substantial economic consequences. Since 
the items taxed are not used in production of any sort, this conclusion is 
not surprising. 

Economic Surplus from IIimAN Effort 

Individuals may find that their efforts yield a surplus over and above 
what they could obtain in alternative occupations, i.e. over and above 
the opportunity cost. As in the case of fixed assets, just what the oppor¬ 
tunity cost is, is a matter of definition of the area and the time involved. 
A skilled mechanic may find that conditions are temporarily such that 
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he could command a return far above what he could obtain elsewhere. 
A great surgeon and an outstanding singer are in the same category. 
The taxation of the economic surplus, since it is by definition an amount 
over and above what the individual could obtain elsewhere, would not 
interfere with the performance of the services. However, the prospect of 
the economic surplus will altracl individuals into those occupations and 
the removal of tlie surplus through taxation will remove the attraction. 
Thus it cannot be said that the taxation of economic surplus will be 
devoid of economic consequences. 

Entrepreneurial effort may also yield a surplus. Windfall profits are 
the clearest example. The firm may be going along making a reasonable 
profit, perhaps just sufficient to keep the businessman in the industry. 
War or extremely prosperous conditions may provide a profit far abovrj 
anything needed to keep the firm in operation and a profit wliich is not 
attributable to any activity on the part of the individual. The jirofit was 
beyond his vision and outside the scope of his decision. To tax such 
profits away would not therefore result in any alteration of production 
and would not induce the businessman to drop out of this industry. The 
lure of such a windfall might have acted as a beacon to otlier prospective 
businessmen. Removal of that lure would reduce the amount of invest¬ 
ment in this industry below what might otherwise havt^ takc^n place. 
Surpluses in business profits may of course arise through other than 
windfall methods but in so far as large profits are actually (he result of 
superior initiative and ability, then there may not be a (rue economic 
surplus because such initiative and ability will probably have alternative 
uses in other occupations or even in other industries. Hence it cannot be 
assumed that a large profit is necessarily evidence of a surplus. The 
circumstances surrounding the creation of the profit must be taken into 
account. The excess profits tax during the war was in part designed to 
remove the windfalls. In so far as it did that it could not discourage 
enterprise. 


Method of Analysis of Shifting and Incidence 

For the most part, tax shifting theory which actually deals with the 
same problems as price theory is at least twenty-five years behind the 
latter. In other words, tax shifting theory makes use of an out-of-date 
price theory. The results are less realistic than can be obtained with the 
more powerful tools of present-day price theory. In the following chapters 
some attempt is made to use modern price theory. 

Before going into a detailed analysis in an attempt to answer the 
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question, “Who pays the tax?” it is necessary to refer briefly to that 
school of thought which answers, “Everybody.” When all conceivable 
adjustments have been made, this answer is probably valid—“probably ” 
because by the same token that we are able to say that everyone pays 
the tax we are also able to say that no less than infinity of time is neces¬ 
sary for all conceivable adjustments to work themselves out. 

On the basis of this sort of philosophy of tax shifting some tax theo¬ 
rists have adopted an extremely defeatist attitude toward the problem 
of tax sliifting: since we know in advance that the tax will be shifted to 
everyone, there is nothing more to be said. This position, held in varying 
degrees, is most unhelpful. There are many reasons for attempting to 
study various tax shifting “cases”: (1) Even if everyone does pay the 
tax it is still important to know roughly what proportion is borne by 
different economic groups in the community; (2) since it must be granted 
that tiie “diffusion” of the tax cannot take place immediately, it is again 
important to know which portion of the economy bears the tax soon 
after it is imposed, which portion bears it at a later stage, and so on; 
and (3) it is important to know by what process, i.e. through the change 
in what economic variables, the shifting of the tax takes place at various 
stages. It is with an answer to these questions that the formation of a tax 
policy should be concerned. The ghb statement that everybody pays the 
tax is not only unhelpful but is also misleading in its implications. 

jNone of these questions can, of course, be answered in a strictly 
(|uantitative manner. Some economists have, in fact, gone so far as to 
say that since the extent of tax shifting has not or cannot be measured 
w e can say nothing useful about the problem. This again is an untenable 
attitude. As long as we can tell anything about “more or less” in “shorter 
or longer” periods of time—which we can without resorting to exact 
figures and dates—we have contributed something even though it is not 
so much as we should like. Tax policy decisions are going to be made 
anyway. The queslion is not whether exact criteria can be set up but 
wfietlier the likelihood of serious mistakes can be reduced. 

One further point must be mentioned in this coimection. Sometimes 
a Icngtliy and consequently extremely disheartening list is given of the 
many economic variables which have to be taken into account in any 
ade(iuate analysis of the shifting process, with the implication that the 
number of variables is so great that there is nothing one can say about 
the incidence of taxation. This type of attitude, however, leaves out of 
account completely the possibilities inherent in logical analysis. At first, 
only a few of the relevant factors are considered. A tentative solution is 
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obtained, then the factors which were left out of account are introduced 
one by one and the results are modified accordingly. The existence of a 
large number of relevant factors complicates the analysis but does not 
necessarily make the solution indeterminate. Admittedly no general re¬ 
sult applicable to all cases can, moreover, be obtained. The various 
results under various sets of conditions can be given and the analyst 
can merely liope (usually in vain) that the solution obtained for one set 
of conditions will not be applied indiscriminately to conditions of an 
entirely different sort. 

Method of Analysis of Economic EfTecls 

The same considerations apply when we consider broader effects such 
as those on consumption and standard of living, production, enterprise 
and employment, saving and capital formation, distribution, business 
fluctuations, and economic progress. Again it is not possible to give any 
one answer, but it is possible to state the various effects which may be 
expected under different sets of conditions. Taxation involves a transfer 
from the taxpayer to tlie government; this transfer may impinge in the 
first instance on: (1) hoards, i.e. the holding of idle cash balances, or 
money wdiich would not have been spent; (2) investment, either in secu¬ 
rities of some sort or in actual physical capital; (3) consumption of goods 
and services; or (1) some combination of these. The effects of a tax 
depend on how' these economic variables are affected. 

If the tax reduc(?s current monetary savings of some individuals out 
of their income, it may affei t hoards, the purchase of securities, or the 
purchase of physical capital. Of these three possibilities (idle balances, 
securities, physical capital) only the last directly affects capital forma¬ 
tion and then only if tlie physical capital involved would have been 
newly produced. If the second effect is felt, i.e. on securities, we cannot 
be sure there will be any unfavorable effect on capital formation since 
credit produced by the banks may be easily available. As for the case 
where idle balances are impinged upon, tlie effect is not felt directly but 
has to wait upon any steps taken to replenish the idle balances. Hence 
the tax which reduces “savings”—and this point strikes at the funda¬ 
mental fallacy running through 90 per cent at least of the tax shifting 
literature—need not necessarily affect the actual formation of capital 
and would not in an economy of excess reserves and readily available sup¬ 
plies of credit. In fact, it can often be expected to have no detrimental 
effect whatsoever. On the other hand, any tax which reduces consump¬ 
tion and thus ostensibly increases “savings” might have an unfavorable 
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rather than favorable effect where production, enterprise, and employ¬ 
ment are closely geared to the volume of consumption.® 

The economist must find out who actually does pay the taxes as a 
starting point in an analysis of their economic effects. This statement 
may seem to be belied by the bulk of contemporary “fiscal policy” dis¬ 
cussion which purports to study the economic effects of specific taxes 
but does not make an intensive study of who actually pays the taxes. 
This is like discussing the effects of an operation without knowing 
just what part of the body has been operated on. 

It is true, of course, that any economic process may be considered 
in the category of economic effects. Thus shifting of a tax to someone 
else has its economic effects. A distinction between shifting and economic 
effects is, however, convenient. The shifting process is concerned with 
passing the tax on to someone else by changing the price. Other conse¬ 
quences of the tax, including those attributable to the change in price, 
may be considered to be “economic effects.” If a tax is imposed on a 
millionaire and he docs not change the price at which he buys or sells 
either an existing supply, a variable supply from a fixed capacity, or a 
variable supply from a variable capacity, then we can say that no shift¬ 
ing takes place. Hut what of his heirsIf the millionaire’s net estate is 
less because of the income tax he paid during his lifetime, will not his 
heirs sufler? Will not the tax be “shifted” to them? Should not this 
possibilit y be included in the study of shifting and incidence? It could, 
of course, be so considered, but it would be confusing to the study of 
shifting to broaden the subject so. It is preferable to (onsider the above 
possibility in the category of economic effects. Yet an attempt to draw 
too sharp a line between shifting and other effects would hamper the 
analysis. Shifting is one type of economic effect. There are others, ecjually 
important. 

In discussing the effects of a tax, it is clearly necessary to have a 
fairly definite notion of wliere the incidence is. A few crude examples 
may be mentioned by way of illustration. If the tax is imposed directly 
on idle balances and is borne by them, thus making the holding of idle 
balances more costly, an increase in spending may be expected. If on the 
other hand the tax is based on income and is merely paid out of idle 
balances, few immediate effects will result. Finally, the use of the tax 
revenues, i.e. government expenditm-es, may be considered in deciding 

* Professor Fellner has recently denied the closeness of relationship. See William 
FeUner, Monetary Policies and Full Employment (Berkeley, University of California 
Press, 1946), especially Chapter 2. 
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whether any particular tax is “good or bad” in those cases where ex¬ 
penditures and revenues are closely intertwined. But in order to take 
account of expeiiditiu'es it is necessary to break up the problem into two 
parts: (1) The effect of an acquisition of the revenue, i.e. the tax in itself, 
and (2) effect of spending the revenue, i.e. the expenditures. In this Part 
only the first question will be discussed. Since the volume of expendi¬ 
tures is generally not uniquely related to the volume of tax revenues,^ 
the entire question of expenditure is discussed separately. The economic 
effects of these various elements of the fiscal system are then coordinated 
in the concluding Part of this book. 

®A notable exception is the processing tax under the Agricailtural Adjustment 
Administration where there was a close relation between revenues and expenditures. 
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One of the most important topics in the field of public finance is the 
sliifling of the income tax. Some persons claim that the tax can be shifted 
and others claim that it cannot. Both are quite emphatic in their asser¬ 
tions. The matter has been of considerable practical importance because 
the conclusions have been used in recommendations for income tax 
policy. In general, those who claim that income taxes (^an be shifted 
argue that they should be reduced or removed because of their resulting 
detrimental cfFejcts on the economy—especially the income taxes on 
business firms. Those who claim that income taxes cannot be shifted 
are usually more callous and indifr<Tcnt to pleas for relief on the grounds 
that the resulting effects on the economy are negligible. Sometimes the 
argument is reversed and it is claimed that because the (‘orporaiion in¬ 
come tax cannot be shifted it should be rediicc^d as a matter of equity. 
Jn fact, it is quite impossible to indi<*ate all of the combinations of shift¬ 
ing analysis and policy recommendations which may be found on this 
subject. 

Confusions in Analysis of Incidence and Effects 

What is the reason for these differences in the treatment of the in¬ 
come tax? Those apparent disagreements which are worthy of serious 
study disclose a failure to recognize differences in assumptions and ter¬ 
minology rather than disclose the commission of mistakes in reasoning 
or judgment. Some experts are obviously dealing with their problem on 
the assumption of short-run conditions while others are concerned with 
the long run. Some are basing their analysis on the assumptions of pure 
compi^tilion while others are working with monopolisitic competition or 
monopoly. On the terminological side, there are wide differences in the 
definition of “shifting” and “incidence” and in the distinction made 
between incidence and economic effects. At the basis of the confusion is 
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perhaps a reluctance to be “theoretical,” i.e, make use of the services 
of economic theory. The effect has been a telescoping of the analysis for a 
variety of practical situations with the inevitable result of confusion and 
the creation of disagreements that are apparent rather than real. 

Development of ihe Income Tax in United States^ 

A federal income tax w as proposed in 1815 and a tax of this sort was 
collected during the Civil War but the tax at present in effect actually 
dates from the Revenue Act of 1891. The income tax acts of the Civil 
War were upheld unanimously by the Supreme Court in two decisions 
but the law of 1894 was declared invalid nine months after it was passed. 
This w as in the case of Pollock v. The Farmers’ Loan and Trust Com¬ 
pany. The Court decided that the income tax was to be treated like a 
direct tax and was therefore subject to the constitutional requirement 
that su(4i taxes should be in proportion to the population. In order to 
avoid this constitutional difficulty a tax on corporate income passed in 
1909 w as called an excise tax and w^as imposed for the privilege of carrying 
on or doing business as a corporation. It imposed a rate of 1 per cent 
above the exemption of $5000. The Supreme Court held the tax consti¬ 
tutional in the case of Flint v. Stone Tracy Company. 

In order to impose an ordinary income tax a constitutional amend¬ 
ment was necessary. This was passed by the Congress in 1909 and was 
ratified by a sufficient number of State legislatures in 1913. This became 
known as the sixteenth amendment which states: 

The Congress shall have power to lay and collect taxes on incomes, from what¬ 
ever source derived, with apportionment among the several States, and without 
regard to any census or enumeration. 

An act of 1913 based on this amendment was sustained by the Supreme 
Court in Brusheber v. Union Pacific Railroad Company. Since that date 
there have been numerous Revenue Acts dealing with income taxes. 

A few of the highlights of the history of the federal income tax since 
1913 may be mentioned. In 1916 the tax covered nonresident aliens. In 
1917 an excess profits tax was imposed and provision was made for in¬ 
formation at the source. In 1918 individuals and partnerships were 
exempted from the excess profits tax. By the Act of 1921 the excess 

' See Roy G. and Gladys C. Blakey, The Federal Income Tax (New York: Long¬ 
mans, Green & Co., 1940). For recent information, see current issues of Prentice-Hall 
or Commerce Clearing House, Federal Tax Course, 
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profits tax was repealed and separate treatment of capital gains and 
losses was instituted. Subsequently numerous changes in rates and ex¬ 
emptions were made. In under the National Industrial Recovery 
Act a new capital stock and excess profits tax was imposed. In 1934 a 
credit for earned income which had been abolished in 1932 was restored. 

Under the Revenue Act of 1936 a tax on undistributed profits on 
corporations was imposed. Personal holding companies which were taxed 
by earlier laws were heavily hit by the Act of 1937. The Act of 1938 
abolished the surtax on undistributed profits but maintained the same 
principle by providing for a reduced efleclive rate for corporations whicli 
distributed their entire net income. The distinction between long- and 
short-term capital gains and losses was also introduced. In 1939 the tax 
on undistributed profits of corporations was comphitely removed and re¬ 
ductions of exemptions and increases in rates were made in 1940 and a 
new excess profits Vax was imposed. Five-year amortization of emergency 
facilities was also provided. The tendency for a heavier tax burden was 
continued in the Acts of 1941 and 1942. The Current Tax Payment Act 
of 1943 was especially important in putting individuals on a “pay-as- 
you-go” basis. This was accomplished through withholding by employers 
and through current declarations of income by non wage-earners. The 
Act of 1943 repealed the earned iricomc credit and made other revisions. 
Numerous changes were made in 1944 and 1945. In the latter year, par¬ 
ticularly, the excess profits tax was repealed, as was the capital stock tax 
and declared value excess profits tax. Some reduc tions in rates were also 
made. 

Transfers of securities to foreign corporations to avoid income tax 
may be referred to here. Such transfers were penalized by a special tax 
which was in force in 1946. The tax was 27^2 per cent of the excess of 
the value? of securitic's over a certain adjusted basis. The tax w as imposed 
on the transfer of stocks or securities by a citizen or resident of the' 
United States to a foreign corporation as paid in surplus or as a contri¬ 
bution to capital. Transf(?rs by domestic corporations or partrairships 
or by domestic trusts were also covered as wctc transfers to foreign trusts 
or partnerships. 

In addition to federal taxes on incomes there havc^ been a number of 
state governments and local units which have adopted income taxes. 
These are considered in Part V of this book. 

Brief summaries of the individual and corporate income taxes are 
provided in later chapters of this book. An up-to-date tax service should 
be consulted for detailed provisions and rates. 
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Income Tax Law of 1948 

Three important revisions in the income tax law were made in 1948.® 
(1) Personal exemptions were increased from $500 to $600 for each tax¬ 
payer and each dependent; with the same increase in tJie special exemp¬ 
tions for the blind and persons over 65. (2) The equivalent of “community 
property” tax returns was provided for, thus placing all states on the 
same basis as the twelve states in whicli husbands and wives are per¬ 
mitted to pool their income, each filing a return on half the total, thereby 
paying lower surtax rates. (3) Reductions in tax rates, amounting to 
12.6 per cent on first $100 of actual tax paid under 1947 rates; about 
7.4 p<3r cent from $400 to $100,000; and 5 per cent thereafter. 

The effect of tJiese changes is shown in the following comparative 
table which lists the taxes paid by a married man with two children. The 
figures for income are after deductions but before exemptions. 

Effect of 1948 Income T.\x Revisions fou IVIaiuued Person with 
Two Dependents Where Income Is 1']auned by One Spouse 


Income* 

Prior io PPtS Iaiw 

Under 19^48 Ijiw 

Non~comrnunUy 

Properly 

Stales 

Commiin ily 
Properly 
Stales 

All Stales 

$ 2,500. 

$ 95 

$ 95 

$ 17 

3,000. 

190 

190 

100 

4,000. 

380 

380 

266 

5,000. 

589 

570 

432 

10,000. 

1,862 

1,615 

1,361 

25,000. 

8,521 

6,099 

5,476 

50,000. 

21,111 

18,16i 

16,578 

100,000. 

62,301 

1 49,590 

45,643 


* After deductioiiH but before exemptions. 


Plan of Analysis 

In analyzing the economic effects of the income tax it is necessary to 
separate the discussion of the personal income tax from the discussion 
of the business income tax. In the latter case we are dealing with the 
taxpayers w^ho are out to make a profit. In the former we are dealing 
with wage-earners, rentiers, pensioners, and the like who are not in 

* See Npu) York Times, March 28,1948, p. 2E, or any current tax service. 
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business on their own account. Because of the differences in the sources 
of personal income, separate treatment is accorded the major items. 
There is, of course, the overlapping group of persons who are engaged in 
unincorporated business and are subject to tl)e personal income tax. The 
analysis required for them more closely resembles that for the business 
income tax than the personal income tax, and will be so considered in 
the following chapters. 
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An analysis of the incidence and effects of individual income taxes 
must make a distinction between personal service income and property 
income. The federal tax law used to make a distinction along these lines 
but it no longer does so. '‘Earned income” is a term usually applied to 
income derived from t.lie current sale of personal services as in the case 
of wages and salaries. “I riearned income” is a term usually applied to 
income derived from the current sale of capital servi(‘es as in the case of 
income from property. This is the subject of the next chapter. The tax¬ 
ation of capital gains is considered separately in Chapter 12. The so-called 
“payroll” taxes are treated in Chapter 15. 

Individual Income Tax Rates 

A brief indication of the burden of individual income tax rates which 
became effective in 1918 has been presented in the preceding chapter, 
which may be used as a convenient reference for subsequent discussions. 
Since rates or other relevant provisions are changed frequently it is, 
of course, impossible to present any description which would be generally 
applicable. The following summary of the main provisions of the federal 
individual income tax is provided merely to give some indication of the 
order of magnitude of the amounts involved. 

Individual income taxes in 1948 provided for exemptions of $600 for 
(‘.ach taxpayer, an exemption of $600 for the spouse, and $600 for each 
dependent. There was a normal tax of 3 per cent and a graduated sur¬ 
tax ranging from 17 per cent on the first $2000 to 88 per cent on surtax 
net income exceeding $200,000, subject to percentage reductions of the 
tax. Combining the normal and the surtax and allowing for the percent¬ 
age reductions, we had 16.6 per cent on the first bracket, and 82.1 per 
cent on the top bracket. Under the “splitting” provisions which M^ere 
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put into eflfect in 1948, each half of the joint income of husband and wife 
was subject to the above rates. Certain short devices were applicable for 
persons whose adjusted gross income was less than $5000. There was also 
an individual tax ceiling which provided that the aggregate normal and 
surtax charges were not more than 77 per cent of the total net income. 
Partially taxable government bond interest was subject to the surtax. 
A system of withholding taxes of wage and salary earners w as in force. 
The purpose was to collect as much as possible of the income tax cur¬ 
rently. Certain income recipients were required to report their expected 
income periodically and pay a tax accordingly. 

Incidence of a Tax on Wages and Salaries 

The taxation of wages and salaries brings us into the large field of 
wage determination. The short run here would be the period in which 
the number of persons with the proper skill and experience for a par¬ 
ticular occupation is a given factor. The variable then is the number of 
hours which these peophi work and, possibly, the efficiency with which 
they apply themselves. The long run is tlie period in which the number 
of persons with the proper skill and experience for a particular occupa¬ 
tion is a variable faclor. The number of hours which these people work 
and their efficiency are all the more variabh^ as a result. The market- 
period analysis is of little practical importance in this type of problem. 

Any shifting in the personal income tax which takes place must be 
either: (1) Forward shifting to the employer, if any, or (2) backward shift¬ 
ing to the seller of consumption goods. It has been pointed out elsewhere 
that forward shifting will not take place where the income tax payer is 
an annuitant or pensioner. Otherwise, and this holds also for backward 
shifting, the extent of the shifting wdiich takes place w ill depend on how 
low are the income tax exemptions—the lower the exemptions the greater 
the amount of shifting wo may expect. This holds for two reasons. The 
lower the income tax exemptions the more the income tax impinges on 
consumption, thus increasing the incentive to shift the tax; and also the 
lower the exemptions the greater the likelihood of the income tax affect¬ 
ing organized groups of workers whose strength makes possible shifting 
of the tax where it otherwise might not occur. 

Where shifting takes place, however, we come upon what appears to 
be a paradox. Forward shifting tends to result in increased cost and 
prices; backward shifting tends to result in lower prices. The paradox is 
partially solved when w^e consider the fact that the latter are retail prices 
of consumption goods while the former may be prices at any point in 
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the distributive system and may not be consumption goods, although 
eventually, of course, when all adjustments are made, the tax will be 
distributed nearly everywliere. The fact remains tliat in the short period 
it tends to foster a price discrepancy—at the expense, in the first instance, 
of the middle man. The major part of the tax may, however, remain on 
the income recipient. 

Forward Shifting in the Short Run 

A general tax on wages and salaries may be shifted forward in the 
short run if the individuals generally decide to withhold some of their 
labor. What would prompt them to do so? The individual pn'suinably 
wants to raise his standard of living as high as possible. In gcuKTal (but 
not always), the working hours are a means to an end, namely the pro¬ 
vision of income with wliich to keep alive and enjoy the leisure hours. 
An income tax which cuts the return he obtains from Ijis work might 
affect him in two opposite ways: (1) he may decade that the returns are 
inadequate for the work he does and that therefore he should work fewer 
hours with the result that he has more leisure hours but less money to 
spend during them, or (2) he may decide that his total income after 
taxes is inadequate and therefore lie should work longer hours whh the 
result that he has fewer leisure hours but inort? money to spend during 
them. In so far as he does any saving out of his income and the tax 
merely means that he saves less, the choice will be bcitween current work 
and future consumption. 

Whether the individual will behave like (1) or (2) will depend partly 
on his income and his other resources and partly on the strength of his 
preference for leisure over work. In general, a working person in the 
higher income brackets may" be expected to cut down his working hours 
as a result of an increase in income taxes. A person lower down the in¬ 
come scale may have to increase his working hours in order to keep up 
his standard of living. In the large middle territory of moderate income 
the answer w"ill depend on the individual himself. 

The following numerical example. Table 15, combines these possi¬ 
bilities. When the w"age rate is very low, a reduction in wage rate (or an 
increased tax) will result in an increase in number of hours worked. At 
somew^hat higher rates a reduction in w"age rate (or an increased tax) will 
result in a reduction in number of hours worked. The reader must be 
warned against extending this table uncritically in either direction. 

This table is set up for 10^ differences in net income after tax. In 
practice, the tax is based on total income (wage rate multiplied by hours 
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Table 15 

Relation Between Wage (Net op Tax) 
AND Hours Worked 


Wage Hate Per Hour 
{Net of Tax) 


2i)i 
30ff 
40 ^ 
50 ^ 
60 ^ 

90 ^ 
$1.00 
1.10 
1.20 
1.30 
1.40 
1.50 


Numher of Hours 
Worked Per Week 


80 

60 

50 

15 

40 

40 

40 

40 

45 

50 

60 

60 

55 

50 


work(^d) and the tax per hour worked is obtained by dividing the total 
tax by tlie number of hours worked. I 'lidcr a sirictly proportional income 
ti\x without deductions or extiinptions, the tax wouJd be a fL\(‘d ptucent- 
age of the hourly rate. Ihider a progressive tax syslein, the tax would 
be a lower percentage for ihv lower incr>iues. In neither case would it be 
likely that a round number like 10^* would represent the amount of tax 
per liour w^orked. But in the abseiuie of a specific rate schedule the 10^ 
intervals in Table 15 will starve to explain the point. 

The actual figures applicable to any individual w ill, of course, vary. 
Moreover, the possibility of (;hanging the number of hours worked per 
week will not exist in all industries. Although it is true that both w ages 
and hours are set in many collective bargaining agreements, both apply 
merely to some standard work week, after which extra hours may be 
worked at overtime wages. The minimum rates acceptable to the union 
are presumably influenced in some measure, at least, by the attitudes of 
the members. If not, absenteeism and high rate of turnover will pre¬ 
vail. Such attitudes are depicted in Table 15 and others that may be 
constructed. 

The interpretation of Table 15 is based on the assumption that an 
increased income tax will have the same effect as a wage cut in deter- 
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mining how many hours a week an individual would be willing to work. 
If income taxes were paid annually in the year following that in which 
the income was earned, this assumption would not be very realistic. But 
with a withholding system the worker tends to regard his wage-after- 
taxes as his actual wage. In ordinary times, at least, patriotic fervor is 
not adequate to make the worker overlook a wage cut wliich comes 
through taxes any more than he would overlook any other type of 
w age cut. 

In the low-wage range of Table 15, it will be seen that increased in¬ 
come tax results in an increase in number of hours worked. For instance, 
when the wage is cut from 40^ to 30^ an hour, the number of hours 
worked is increased from 50 to 60 hours per w^eek. Thus it wxnild follow 
that a tax of 10^ deducted from a w'age of 10^, leaving a net of 30ff, 
would result in an increase in number of working hours from 50 to 60. 

At somewhat higher wages the tax wdll have no eflect on number of 
hours worked. For instance, a net wage of 70f will yield 40 hours of work 
and so will a net w age of 60^. If a tax of lOjsi is imposed on a wage of 70^, 
there w ill be no effect on number of hours worked. 

At still higher wages a tax wdll reduce the individual’s incentive to 
work and will therefore cut down the number of hours he wDrks per week. 
At a rate of $1.10 per hour the worker is willing to wSpend 50 hours a 
week at work. If the tax reduces his return to $1.00 he is willing to work 
only 45 hours. At very high rates the reaction to a lax is the same as at 
very low rates. The imposition of a lOjf tax on a $1.50 income, for in¬ 
stance, increases the number of hours work(‘d from 50 to 55. 

The various possibilities are illustrated more generally in Figs. l'-4. 
For ease in drawing, a uniform absolute amount of tax is assumed to be 
paid on the income derived from each hour’s work. The elfect of a pro¬ 
gressive tax system is indicated in the discussion. Fig. I n^prcsents the 
case w^here a decrease in net wage rate results in a decrease in number of 
hours worked. The curve WW shows that relation between wage rate 
and number of hours worked. The curve IF'IF' represents the net amount 
after the deduction of that income tax per hour appropriate to the total 
income obtained by multiplying the wage rate and the number of hours 
for each point shown on WW, The line W'W' is merely a guiding hne to 
assist in finding the net wage after the tax is imposed. It is not a real 
line showing a relationship between wages and hours. This is shown only 
by WW, Assume the wage rate to be OP and the number of hours worked 
per week to be OM, This gives a weekly income of OP X OM or OPRM. 
At this weekly income the total tax per hour worked comes to PQ, But 
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at a net income of OQ per hour the worker is willing to work only ON 
hours. Under a progressive tax system the worker would not actually 
reduce his work week all the way to ON because as he reduces his work 
week he falls into lower tax brackets so that the tax deduction per hour 
worked is not fully PQ, 

Fig. 2 deals with the case where an increase in net wage rate results 
in a reduction in number of hours worked. In this case the reduction of 
net wage rate from OP to OQ because of the tax results in an increase in 
number of hours worked from OM to an amount approaching ON. Fig. 3 


p 

i 

Hourly Q 

wage 


O N<—M 

Hours worked 

Fig. 1. A case where a decrease in nel wage rate re¬ 
sults in a decrease in number of hours worked. 

demonstrates t})e case where the number of hours worked does not de¬ 
pend on the net wage rate. The imposition of a tax of PQ does not change 
the number of hours w orked, OM. Fig. 4 combines a number of possi¬ 
bilities and describes the type of behavior depicted in Table 15. The low 
wage section ah is like Fig. 2. The section be is like Fig. 3. The higher 
wage section cd is like Fig. 1. Then there is a section de like Fig. 3 again 
and, for very high wages, a section ef like Fig. 2. This is the celebrated 
“backward-rising” supply curve of labor. 

. The above considerations provide some indication of the way in 
which the supply of labor in the short run might react to a general in¬ 
come tax. As a general matter, a reduction in labor supply would have 
the effect of raising wages, thus shifting the tax to the employer. An 
increase in supply of labor would tend to reduce wages. These statements 
hold in the absence of institutional barriers, such as union policy. In this 
case, not only would the tax not be shifted to the employer but, in the 
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Hourly 

wage 



Fig. 2. A cose where a decrease in llu' net wage 
rate results in an increase in the nuinlMir of hours 
worked. 


Hourly 

wage 


w 

(W') 


R 


S 
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O M 

Hours worked 


Fig. 3. A case where a change in the net wage rate 
has no effect on the number of hours worked. 
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workers’ mad scramble to maintain their income after taxes, the em¬ 
ployer might even gain some benefit through further competition for 
jobs and reduction in wages assuming that trade unions cannot stand 
in the way. One might wonder, then, why employers do not cut wages 
to obtain the same sort of benefit. The answer lies mainly in the fact 
that the tax is general while general wage cuts are difficult to accomplish. 
Moreover, the employers would have to be confident that they were in 


Hourly 

wage 


Hours worked 

Fig. 4. An illustration of the type of behavior 
depicted in Table 15. 

the backward-sloping part of tlie supply curve of labor before venturing a 
wage cut. 

The forward shifting of a general income tax in the short run will then 
depend on the distribution of the wage-earning population among the 
various types depich'd in Figs. 1-4. If the major portion of the income is 
earned under conditions most like those depicted in Fig. 1, i.e. section cd 
of Fig. 4, then the imposition of an income tax will tend to reduce the 
supply of labor and raise wages, thus shifting part or all of the tax to the 
employer. If the major portion of the income is earned under conditions 
most like those depicted in Fig. 2, i.e. sections ab and ef of Fig. 4, then the 
imposition of an income tax will tend to increase the supply of labor and 
reduce wages so that none of the tax is shifted to tlie employer but, on the 
contrary, he benefits througli increased competition for work. If the major 
portion of income is earned under conditions most like those depicted in 
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Fig. 3, i.e. sections be and de of Fig. 4, then the imposition of the income 
tax will have no effect on the supply of labor and none of the tax will be 
shifted forward to the employer. 

Turning now to guesswork, it seems likely that there have been times 
in American history when most of the population paying income taxes 
were in a high enough income bracket to be able to work less when the 
reward was less, as in Fig. 1 and section cd of Fig. 4. If such were the 
case, some of an increased income tax on wages and salaries would be 
shifted forward to the employer in the short run. Tliis was certainly true 
for some workers wlien the withholding system was first introduced in 
the United States and workers became more aware than they had been 
before of the relation between tlieir day-to-day earnings and the income 
tax. 


Backward Shifting in the Short Run 


The likelihood of backward shifting in the short run depends to a 
large extent on the success which the workers have had in shifting the 
tax forward to the employer. If the readjustment of woges and hours is 
such that the workers' weekly lake-home pay is reduced, then a strong 


Quantity 

of 

meat 



Quantity of potatoes 

Fig. 5. A case where a reduction in income results in an 
increase in demand for a commodity. 

possibility of backward shifting exists. The reduction of take-home pay 
will cause a general reduction in demand but with a considerable degree 
of variation from commodity to commodity. The less necessary a com¬ 
modity is, the more likely that the demand for it will be reduced to pro- 
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vide sufficient funds for the more necessary commodities. There may 
actually be an increase in demand for some commodities, such as po¬ 
tatoes, to take Ihe place of the more expensive commodities, such as 
meat, which some of the workers may no longer be able to afford after 
the income tax. This possibility is illustrated in Fig. 5. In this diagram 
/i and h represent indifference curves showing the marginal rates of 
substitution between meat and potatoes for an individual. The price line 
is AR^ which is set at a level appropriate to the individual’s income. An 
income tax is then imposed on the individual. The amount of the tax is 
such that at prevailing prices it is equivalent to AC of meat or 77? of 



Quantity of potatoes 

Fig. 6. A case where a reduction in income results in a 
decrease in demand for two commodities. 

potatoes. The new price line is then CT, which is parallel to AR since 
prices are assumed to have remained unchanged. Before the tax was im¬ 
posed the price line AR was tangential to indifference curve h at point V 
with the result tltat ()D units of meat and OS units of potatoes were con¬ 
sumed. After the tax is imposed the new price line CT is tangential to 
the indifference curve h at point W, with the result that OD units of 
meat and OU units of potatoes are consumed. It will b#^ seen that although 
the consiimplion of meat has decreased from OB to OD, the consumption 
of potatoes has increased from OS to OU. The potatoes would be con¬ 
sidered an “inferior good.”^ The case where the consumption of both 
meat and potatoes would be diminished is illustrated in Fig. 6. 

^ See J. R. Hicks, Value and Capital, pp. 28-29 (Oxford: The Clarendon Press, 
1939). 
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The reduction in demand will result in either a fall in price or a 
reduction in amount demanded, or both, depending on the flexibility 
of prices in the industry producing the commodity under consideration. 
To the extent tliat a price reduction takes pla(*e, the Uix will have been 
shifted backward lo the scalier of goods and services. This is by no means 
an unlikely possibility uiultT actual (‘onditions. The only question in¬ 
volved is whether this tendency should be classilied as ‘‘shifting” or 
“economic effects.” It. may be desirable to regard as “economicj eflects” 
all influences working through gcaieral consumer deiiiand even though 
they follow directly from the imposition of the tax. 

To some extent the reduction in tjike-home pay wall mean a reduction 
in savings of individuals rather than a falling off in demand for goods 
and services. This reduces tlie liktdihood of backward shifting. There are 
some slight possibiiili('s of shifting through a change in interest rates, 
but this is a large subject and it is not worth while to go into details at 
this stage. The section covering the taxation of income from securities 
deals with tliis matter. 

Long-run Shifting 

The possibility of shifting a wage tax in the long run depends on 
changes that may tak(‘ place in the supply of labor availabl<‘ for par¬ 
ticular fields of ocoiiomic activity. Kven if the income lax is general 
there are practical difb*rences in enforc(*in(‘nl. Payroll taxes are much 
more easily enforced than taxes on business and professional income. 
Heavy income taxes may be a fac tor in inducing people' to set up a 
small business for tboinselves rathc*r than work for a wage^ or salary. 
This would reduce the supply of wage labor and tend lo shift the tax 
forward. 

A general income tax uniformly enforced will probably have few 
long-run effects. A slight possibility exists of a tendency lo promote a 
change in retirement age, but it may operate in both directions. The fact 
that the government takes part of the incomes may make it more difficult 
to accumulate a retirement fund and may tlierefore postpone retirement, 
thus increasing the labor force. On the other hand, the fact that the 
government reduces the net reward for work may induce some indi¬ 
viduals to retire earlier. Basically, the same type of consideration applies 
here as in the short run—the attitude towwd leisure and work and the 
need for income. On balance, it seems likely that the income lax post¬ 
pones rather than advances the average retirement and thereby increases 
the supply of labor. This prevents a long-run forward sliifting of the in¬ 
come tax. Such long-run shifting as takes place probably is backward 
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shifting through the general reduction in demand, but this is probably a 
very minor factor. 

Some possibility of long-run shifting exists at the lower end of the 
income scale if tax exemptions are low and the tax rates high. Living on 
relief is an alternative possibility which cannot be ruled out of account. 
Certainly in England it has been the full-time occupation of even suc¬ 
ceeding generations of workers. Of course the tax rates would have to 
be very high and the exemptions very low. Experience with unemploy¬ 
ment insurance (although not by any means to be considered the same 
as relief or the dole) indicates that taxes have been a factor in influencing 
an individual to accept the benefits rather than go to work. Although a 
particular individual may not receive insurance or relief payments for 
long, a substantial although changing body of such individuals does exist. 
In so far as the magnitude of the group is increased by the existence of 
an income tax, it may be said that forward long-run shifting takes place 
because the reduced supply of labor (with fairly stable consumer demand) 
will tend to raise the wage level. 

In summary, it seems reasonable to conclude that some forward long- 
run shifting of the income tax on wages and salaries takes place. There is 
very little likelihood of backw^ard long-run shifting. In other words, the 
employer may bear part of the tax but merchants who sell the goods to 
the w^age-earners probably will not. 

Shifting a Tax on Incomes of “Non-productive” Consumers 

Pensions and annuities are often really deferred wages and salaries. 
Sometimes, however, they represent savings out of income and some¬ 
times outright payments by the government. Direct relief payments are 
also outright payments by the government. All of these may be con¬ 
sidered incomes of “non-productive” consumers in that no service is 
currently being performed. The likelihood of shifting may be treated 
briefly here by making use of the foregoing discussion of wages and 
salaries. 

The possibilities of backward shifting to sellers of consumers’ goods 
and services are roughly similar to those found in the case of a tax on 
wages and salaries. The prospects of forward shifting are, however, 
radically different. Those non-productive consumers who are entirely 
dependent upon annuities, pensions, and relief cannot shift a tax forward 
because they do not sell anything of any kind and cannot effectively 
(except as noted below) exert pressure for larger allowances. No amount 
of pressure, occasioned by a tax or anything else, can increase the pay- 
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ments received under an annuity purchased at some time in the past. 
The same is true of industrial pensions. High taxes may prompt a firm 
to increase the pension payments it promises workers still in its employ 
but existing pensions are seldom touchc'd. In the case of recipients of 
government pensions and direct relief, the problem is a little more com¬ 
plicated. No recognized commodity, not even labor-power, is being sold, 
hence forward shifting in the ordinary sense is impossible. All that th(\se 
people have “for sale” is their one-vote-every-so-often. If they “sell” 
their vote to the party or candidate offering to “pay” the most in the 
form of pensions or relief, there is the possibility of a process resembling 
shifting.^ Relief strikes and riots lend to have similar results. But at best 
these are minor and uncertain influences. The party or candidate, if 
elected, may or may not keep his promises; and a hunger strike on the 
part of relief recipients does not result in any immediate financial loss 
(except to themselves) such as that experienced by an employer faced 
with a strike of his workmen as a result of a tax.^ It is doubtful whether 
these tendencies should be considered “shifting” at all. 

Effects of a Tax on Wages and Salaries 

From the foregoing analysis of the shifting of an income tax on wages 
and salaries it would seem that the incidence depends largely on the level 
of income subjected to the tax. The effects on consumption depend in 
large part on how low the exemptions are. Some years ago the dolwyn 
Committee found that the income tax in Great Britain had the effect of 
reducing consumption to some extent. Exemptions were relatively low. 
Luxury expenditure was not materially affected; extravagance even re¬ 
sulted. For the most part the economies in consumption w hicdi took place 
were effected by those with moderate earned incomes. It was with respect 
to them that the real sacrifices w^ere found to have been inade.^ To the 
extent that consumption was curtailed, production w^ould, of course, be 
curtailed. Aside from this the Colwyn Committee found that “the effects 
of high income taxation have been almost negligible in the field of em¬ 
ployments and professions; over a great part of the industrial field, w^hile 
appreciable, they have not been of serious moment.”® 

* Alternatively, the real value of annuities, pensions, and relief allowances could 
be raised by successful political agitation in favor of deflation. 

* Cf. Harold M. Somers, *‘Note on Taxes and the Consumer,** American Economic 
Review, Vol. 28 (December, 1938), pp. 736-37. 

* Colwyn Committee Report (Report of the Committee on National Debt and 
Taxation, Great Britain, 1927), p. 39. 

^Ihid. 
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Savings and Incentive to Save 

According to the Colwyii Committee, the income tax seems to have 
had an adverse effect on the extent of savings, but it does not seem to 
have had such an effect on the incentive to save.® As may be expected, 
the effect on savings was found mainly with respect to the higher income 
tax payers. Since the graduation of the tax is very steep in England there 
has taken place, according to the Colwyn Committee, a redistribution of 
saving power in favor of the moderate and lower income groups.’' We 
must qualify these findings by the consideration that they refer to indi- 
vidufd money savings and say nothing about actual capital formation. 

The same distinction between individual money saving and social 
capital formation must be borne in mind in studying the work of Colm 
and Lehmann. These authors obtain some useful and interesting statistical 
results. They show that if income tax rates of the Revenue Act of 1936 
were applied to incomes over $5000, the annual savings would be cur¬ 
tailed by: 

$100~$300 million, coniparcd with 1932 tax rates 

$80e-$1000 million, compared with 1928 tax rates 

$1500-$! 700 million, compared with the case where no income taxes existed.® 


They carry this analysis a step further and show the curtailment of 
savings by broad income classes compared with 1930. The data they 
present here are:® 




neduction in Savings 

Income Classes 
($) 

No. of 
Taxpayers 

Lower Eslimaie 

Higher Estimate 



{million $) 

(%) 

{million $) 

(%) 

5*-15,000. i 

1 

674,000 

85 

4.7 

152 

8.3 

13-200,000. ! 

135,000 

503 

20.5 

653 

26.5 

Over 200,000. 

2,000 

543 

80.5 

543 

80.5 

Totals. 

811,000 

1,131 

1 22.8 

1,347 

27.1 


« Ibid, 

^ /6id., p. 40. 

® Cierhard Colm and Fritz Lehmann, “Economic Consequences of Recent American 
Tax Policy,” Social Research, Supplement I, 1938, p. 33. 

• Ibid., p. 43. The data have been rounded in the original and do not necessarily 
add to the totals indicated. 
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In considering the way in which this distribution of “saving power” 
might affect property holding, Cohn and Lehmann show the sources of 
property income in 1930 in which year, as may be seen from the following 
table, the wealthier classes had most of their fortune invested in stocks.^® 


Income Classes 


Sources of Properly Income 

$5000- 

$15,000 

$15,000- 

$150,000 

Over 

$150,000 

Corporate stocks. 

32% 

41 

9 

18 

59% 

21 

5 

15 

82% 

7 

2 

9 

Unincorporated business. 

Heal estate. 

Bonds and other interest-bearing assets. 

100% 

f 100% 

100%, 


The lower brackets in that year had their assets mainly in the form of 
deposits, real estate, and life insurance.*^ 


Conclusion 

All this is very interesting and important in any consideration of the 
economic effects of the personal income tax. But we should not be mis¬ 
taken about the implications of these tables. When, for instance, Messrs. 
Colm and Lehmann refer to “annual savingsbeing “curlaih*d” and 
then talk of the center of “capital formation”*® shifting downward and 
then speak of the effect of this downward shift in “capital formation,”** 
the implication is quite clearly that capital formation is dirninisln'd by 
the income tax. Here, however, the authors are unquestionably being 
influenced by a carry-over from the Hayekian-full-employment-all-sav- 
ings-are-invested-and-all-investment-comes-from-savings-economics. It 
cannot be stated too emphatically or too repeatedly that with a banking 
system amply supplied with credit facilities such as we have now, it can¬ 
not be assumed that a fall in the money savings of private individuals 
nexessarily results in a fall in capital formation. 


*0 Ibid., p. 46. 

Ibid., p. 47. 
» Ibid., p. 33. 
Ibid., p, 44. 
Ibid., p. 46. 
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Separate treatment is seldom accorded income from securities in dis¬ 
cussions of tlie shifting and incidence of income taxes. There are, how¬ 
ever, some interesting problems which arise here and do not appear in 
connection with wages and salaries. The present income tax in the United 
Stales taxes botli interest income and dividends except where specifically 
exempt. Although the legal distinction between bonds and stocks and 
thereby be^twei'ii interest and dividends is very sharp, the two liave many 
similarities for economic and business purposes. Both are returns received 
from the ownership of securities, or, looking at it another way, they are 
both the rew^ard for keexiing assets in a less liquid form than cash but 
more liquid form than real property or goods. However, an important 
difference lies in the fact that interest payments are deductible for tax 
purposes while dividend payments are not. 

Determination of Interest Rates 

An analysis of the shifting of a tax imposed on interest income requires 
familiarity with the theory of interest-rate determination. What deter¬ 
mines the price paid for securities and thus the yield on those securities, 
given the interest or dividend rate.^ As a first step it is convenient to 
think of the demand and supply of securities just as we think of the 
demand and supply of anything else. The familiar factors of productivity 
of capital, time-preference, liquidity preference, and monetary policy 
determine the prevailing interest rates through their influence on the 
demand and supply of securities.^ The demand for securities is another 
way of saying supply of loanable funds because such funds are used to 

^ See Harold M. Somers, *' Monetary Policy and the Theory of Interest,” Quarterly 
Journal of Economics, Vol. 55, May, 1941, pp. 488-507. Reprinted in Readings in 
the Theory of Income Distribution, pp. 477-98 (Philadelphia: The Blaluston Company, 
1946). 
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purchase securities. The supply of securities is another way of saying 
demand for loanable funds because such funds are received from the 
sale of securities. In the discussion of interest-rate determination it is 
customary to speak of the rate of interest as being determined by the 
supply and demand of loanable funds instead of the demand and supply 
of securities. 

Effects of Income Tax on Demand and Supply of 
Loanable Funds 

In this analysis it is assumed the competitive conditions and other 
economic conditions are such that lenders will be willing to lend more 
money at a higher rate than at a lower rate of interest and that borrowers 
will be willing to borrow more money at a lower rate tlian at a higher 
rate. In other words, it is assumed that the demand curve for loanable 
funds is downward sloping to the right and that the supply curve of 
loanable funds is upward sloping to the right. Tlicse assumptions are not 
necessary to the analysis but are helpful and are probably realistic. 

Deductibility of Interest Expense 

A practical approach to the shifting and incidence of a tax on the 
interest income of the lender must take account of an important provision 
of the tax law as it affects the borrower, namely the deductibility of 
interest expense in computing income tax liability. The supply curve of 
the lender indicates the various amounts of funds he is walling to lend 
at various rates of interest. The imposition of a tax on this income will 
generally mean that a higher rate of interest than before w ill be required 
to induce the lender to make a loan of any given amount. Effectively, 
this means a shift of the supply curve to the left. And this ordinarily 
would result in an increase in the interest rate charged to borrowers. But 
the expense of an increase in interest rate wdll be borne partly by the 
government because interest is a deductible expense. When this tax 
saving is considered, it will be seen that a borrower will be willing to 
pay a higher rate of interest than without the tax saving for a given 
amount of money since part of the expense is to be borne by the govern¬ 
ment. The deductibility of interest expense means that the demand curve 
for loanable funds will be farther to the right than it otherwise would be. 
The extent of the shift in the demand need not be the same as the shift 
in the supply curve. A given progressive tax on income will affect lenders 
and borrowers differently depending on the income tax bracket they 
happen to be in. The amount of tax paid by lenders on interest income 

186 



INCOME taxation: interest and dividends 


need not be the same as the amount of tax saving enjoyed by borrowers 
on interest expense. The different possibilities here yield different re¬ 
sults—some of them quite surprising and important. 

In order to avoid misunderstanding it must be emphasized that we 
refer here solely to the interest income and interest expense aspects of an 
income tax. The imposition of a general income tax where none existed 
before may have di*astic effects on many economic factors including the 
propensity to borrow and the propensity to lend, hence on the demand 
and supply of loanable funds. We are not attempting to deid here with 
these general effects. We assume that the demand and supply curves we 
use embody whatever influence the non-interest aspects of the income tax 
may have had. We now attempt to determine what additional changes 
take place in these curves when the taxation of interest income and the 
deductibility of interest expense are allowed for. 

Analysis of Possible Cases 

Some of the possibilities are illustrated in Figs. 7-11. DD represents 
the demand for loanable funds and SS the supply of loanable funds. As 
pointed out above, the imposition of a tax on interest income has the 
effect of shifting the supply curve to the left. The new position of the 
supply curve is represented by S*S'. The deductibility of interest expense 
has the effect of shifting the demand curve to the right. The new position 
of the demand curve is represented by D'D\ The vertical distance 
between the S'S' and SS curves represents the amount of tax paid by 
lenders, stated as a percentage of the amount of loans, and computed 
on the interest income shown on which is likewise stated as a rate 
on the amount of loans. The vertical distance between the Z)'Z>' and DD 
curves represents the amount of tax saving accruing to borrowers as a 
result of the deductibility of the interest rate indicated on D'D'. This tax 
saving is computed as a percentage of the amount of loans per annum, 
just like the interest rates shown on DD and The precise distance 
between S^S' and SS and between D'D' and DD will depend on the tax 
structure and the income of the lenders and borrowers respectively, as 
well as on the various interest rates and loans indicated by the curves 
themselves. The tax is here assumed to be a uniform number of percent¬ 
age points regardless of the interest rate. This is an “oversimplifying’* 
assumption and is made for convenience of exposition. The qualitative 
results are the same if we have a proportional, degressive, or progressive 
tax. The tax might have been computed as a certain proportion of the 
interest. The tax would then be greater at higher interest rates than at 
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lower interest rates. A changing proportion would imply that a change in 
the interest rate would move the taxpayers into a different tax bracket. 

Case 1: Tax Liability = Tax Saving 

Fig. 7 represents the case where the tax paid by lenders on interest 
income (expressed as a percentage of loans per annum) is equal to the 
tax saving by borrowers on interest expense (expressed as a percentage 
of loans per annum). The initial prevailing interest rate is OR and the 
amount of loans, is OM. The imposition of the tax on interest income 
shifts the supply curve to S'S' and the deductibility of interest expense 



Fig. 7. A case where a tax paid by lenders on 
interest income in equal to the tax saving by borrowers 
on interest expense. 


shifts the demand curve to D'Z)'. The new rate of interest is OT. The 
amount of loans is OM, the same as before the tax was imposed. The net 
interest income rate and the net interest expense rate are OR, the same 
as before the tax was imposed. Thus the entire tax on interest income is 
absorbed by the government through the deductibility of interest expense. 

Case 2: Tax Saving Is Zero 

Fig. 8 represents the case where interest income is taxable but interest 
expense is not deductible. When the income tax is imposed on interest 
income the supply curve shifts to S'5' but the demand curve DD remains 
unchanged. The interest rate rises from OR to OT and the amount of 
loans is reduced from OM to ON. Since interest expense is not deductible, 
the net interest rate paid by borrowers likewise rises from OR to OT. But 
since interest income is taxable the net interest rate earned by lenders 
falls from OR to OW, since WT is the part of the interest rate paid out 
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as income tax. RT is the portion of the tax on interest income shifted 
from lenders to borrowers. RW is the portion of the tax absorbed by the 
lenders. 


Interest 

rote 



Amount of loanable funds 


Fig. 8. A case where interest income is taxable but interest 
expense is not deductible. 



Fig. 9. A case where interest income is not taxed but interest 
expense is deductible. 


Case 3: Tax Liability Is Zero 

Fig. 9 represents the cast' where interest income is not taxed but 
interest expense is deductible. When interest expense becomes a de- 
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ductible item the demand curve shifts to D'D'. The supply curve SS 
remains unchanged. The interest rate rises from OR to OT and the 
amount of loans is increased from OM to ON. Since interest income is 
not taxed, the net interest income rate likewise rises from OR to OT. 
The net interest expense, however, falls from OR to OF, since VT is the 
amount of tax deduction when the interest rate is OT. Both borrowers 
and lenders gain, therefore. Borrowers gain RV and lenders gain RT. 
The amounts are borne by the government through the deductibility of 
interest expense. 

Case 4; Tax Liability Exceeds Tax Saving 

Fig. 10 represents the case where the tax paid by lenders on interest 
income exceeds the tax saving by borrowers on interest expense—both 
expressed as a percentage of loans per annum. The shift in the supply 
curve from aS 5 to S'S' as a result of the taxation of interest income is 
greater than the sliift in the demand curve from DD to 2)'Z)' as a result 
of the deductibility of interest expense. The interest rate rises from OR 
to OT and the amount of loans is reduced from OM to ON. The net 
interest income rate is OIF, since TIT is the tax on interest income when 
the interest rate is OT. The net interest expense rate is OF since VT is 
the tax sa^'ing on an interest expense of OT. Of the tot al tax UT, RW 
represents the portion of the tax absorbed by the lenders through a 
reduction in net income, RV represents the portion of the tax shifted to 
borrowers through a rise in net interest expense, and VT represents the 
portion of the tax absorbed by the government itself through the de¬ 
ductibility of interest expense. 

Case 5: Tax Saving Exceeds Tax Liahiliiy 

Fig. 11 represents the case where the tax on interest income is less 
than the tax saving on interest expense. The imposition of the tax on 
interest income results in a shift in the supply curve from 55 to 5'5' 
which is less than the shift in the demand curve from DD to D'D' re¬ 
sulting from the deductibility of interest expense. The interest rate rises 
from OR to OT and the amount of loans increases from OM to ON. The 
net interest income rate rises from OR to OTF since WT is the tax on the 
interest rate OT. The net interest expense rate falls from OR to OF since 
FT is the tax saving on an interest expense of OT. Both borrowers and 
lenders benefit in this case at the expense of the government. The entire 
tax on net income, TFT, is absorbed by the government and at the same 
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Amounf of loonabio funds 

Fig. 10. A case where the tax paid by lenders on interest income 
exceeds the tax saving by borrowers on interest expense. 



/ I Tok paid by londert on 
/ I Jntorest income 

Supply of loanable funds 

^ I Entire tax on interest Income 

. I obiorbed by government 

I Benefit to lenders at 

. I government expense 

. .N .I borrowers at 

V government expense 

Tax saving by borrowers 
on interest expense 

Demand for loanable funds 


M N 

Amount of loanable funds 


Fig. 11. A case where the tax on interest income is less than the 
lax saving on interest expense. 
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time the rise of RW in net interest income of lenders and the fall of RV in 
net interest expense of borrowers are absorbed by the government. 

Shifting of a Tax on Intekest Income 

The question whether a tax imposed on interest income can be shifted 
may be answered on the basis of the above analysis. The downward 
sloping demand curve and the upward sloping supply curve are assumed 
throughout. The tax structure is assumed to be progre^ssive. On this 
assumption, the actual shifts in the curves would be different from those 
indicated above but the qualitative results would be the same. 

1. Where interest expense is deductible for tax purposes and borrowers 
and lenders are at the same income let^el, the tax is shifted completely to the 
gewernment. The interest rate will rise by the exact amount of the tax. 
(See Fig. 7.) The net interest income after tax will be the same as before 
interest income is taxed and interest expense is made deductible. Like¬ 
wise the net interest expense after tax saving is considered will be the 
same as before the tax was imposed. The rise in interest rate as a result 
of the tax is such that the lenders’ net income after tax is not changed 
and the borrowers’ net income after tax is not changed. The government 
pays its own tax. Subjecting interest income and interest expense to the 
tax law under such conditions is a rather useless process, to say the least. 

This situation is probably the prevailing one for most present-day 
corporate bond issues since they are bought to a large extent by large 
corporations and high income recipients. By and large it is likc'ly that 
the income level of borrowers and lenders for this type of loan is about 
the same, llie prevailing interest rate is higher as a result of tlie tax. The 
tax on interest income, however, is not absorbed by the lender but is 
nominally shifted to the borrower who, because of the deductibility of 
interest expense, is able to pass it on to the government. 

2. Where interest expense is not deductible for tax purposes, the tax on 
interest income is shifted partly to borrowers and is partly absorbed by the 
lenders. The interest rate rises by an amount less than the tax. (See 
Fig. 8.) The borrowers pay a higher interest rate but by an amount less 
than the tax. The lemdcrs’ net income after tax is less than before but 
not by the full amount of the tax. 

This situation would prevail under a variety of possible conditions. 
(A) It might occur if interest expense were treated like dividend pay¬ 
ments for tax purposes and were removed as a deductible item. The 
present discrimination betw^een interest and dividend payments might 
prompt such a move. (B) It would also occur in connection with low 
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income borrowers who do not pay a tax—a possibility that would arise 
if exemptions, credits, and other deductions were high. (C) It would also 
apply to borrowing by governmental bodies and insUtutions who do not 
pay income tax and therefore cannot deduct interest expense. The tax 
on interest income in all these cases would be borne only partly by the 
lenders and would be shifted partly to the borrowers. Where the govern¬ 
ment is the borrower it really pays part of the tax itself* because of the 
higher interest rate which results. 

3. Where interest income is exempt from taXy the deductibility of interest 
expense benefits both borrowers and lenders. The interest rate rises but by 
an amount less than the tax. (See Fig. 9.) The borrowers’ net interest 
expense is reduced by an amount less th^m the tax. The lenders’ interest 
income is raised. 

This situation applies to governmental bodies and non-profit, non- 
taxable educational, religious, and charitable institutions who hold bonds, 
mortgages, and interest-bearing bank accounts. Their influence on the 
loan market is as indicated above. They actually benefit from the income 
tax where interest expense is deductible by the borrowers. The interest 
paid to the lenders is higher than it would otherwise be. Yet the bor¬ 
rowers gain too because the net interest rate they pay is less than it 
would be if interest expense w^ere not deductible. 

4. Where interest expense is deductible but lenders are at a higher in¬ 
come level than borrowers, the tax is shifted partly to borrowers, partly to the 
government, and is partly absorbed by the lenders. The interest rate rises 
but by an amount less than the Vdx on interest income. (See Fig. 10.) 
The borrowers’ net interest expense rate is somew hat higher than before 
and the lenders’ net interest income rate is less than before but by an 
amount less than the tax. The increase in net interest expense rate and 
the reduction in net interest income rate do not account for the full 
amount of the tax. The rest is sliifted back to the government. 

This situation prevails in the small loan market where the borrow^ers 
can be assumed to be at a low income level relative to the lenders. The 
tax paid by the lenders, such as the finance companies, is shifted partly 
to the borrowers. These pay more than they otherwise would even after 
due allowance is made for the deductibility of their interest payments in 
computing their income tax. 

5. Where interest expense is deductible but lenders are at a lower income 
level than borrowers, both lenders and borrowers achieve a net gain at the 
expense of the government. The interest rate rises by an amount greater 
than the tax on interest income. (See Fig. 11.) The net interest income 
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rate is greater than before the tax was imposed. The net interest expense 
rate for borrowers is less than before the tax on interest income was im¬ 
posed. The government thus not only absorbs an amount equal to the 
full tax on the interest income of lenders but also absorbs an amount 
over and above that with the result that the net interest expense of 
borrowers is less than before. 

This will occur in cases where the funds of a large number of small 
lenders are used to finance a big borrower. The widespread distribution 
of corporate bonds among individuals and firms who are in lower tax 
brackets than the corporations would yield this result. The corporations 
would find that the tax forced up the interest rate but the net rate they 
paid after deducting interest as an expense would be less than before. 
The individuals and firms who loaned the money have more left after 
paying the tax than they had before the tax provisions were imposed. 
The total loans increase, most likely implying expanded economic ac¬ 
tivity. In this case, those provisions of the income tax which make inter¬ 
est income taxable and interest expense deductible, have a stimulating 
effect on the economy. 


Taxation of Dividends 

A tax on dividend income may be discussed in the same framework 
as that on interest income. We may use Fig. 8 of this chapter for reference. 

Dividend payments are not deductible for income tax purposes, hence 
there is no shift in the DD curve as a result of the tax. The SS curve 
shifts left to iS'S' as a result of the imposition of a tax on dividend in¬ 
come. The price of shares may be expected to fall so as to raise the yield 
(before taxes) from OR to OT but reduce the net return of shareholders 
from OR to OW after the tax on dividend income is deducted. The share¬ 
holders thus absorb RW of the tax. The portion of the tax RT may be 
said to be shifted to the corporation involved in a limited sense. The 
increased dividend rate OT would have to be expected on any new issues 
of shares to be saleable in the prevailing market in old securities, which 
does yield OT. 

It might seem to be a sacrilege to discuss shares of stock in a frame¬ 
work so similar to that of bonds and to treat dividends and dividend- 
yields like interest and interest-yields. The shareholders of course earn 
not only the dividends but also an increase in equity resulting from un¬ 
distributed earnings of the corporation. Except on liquidation, the share¬ 
holder benefits from this, in so far as he does at all, through increased 
market value of the shares. In the case of bonds there is no actual in- 
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crease in equity. But the existence of undistributed profits will tend to 
strengthen the market value of bonds because of the increased security 
thereby afforded the bondholders. 

The reaction of shareholders to a tax on dividend income might 
therefore be very much like the reaction of bondholders to a tax on 
interest income. In both cases we w^ould expect the supply curve of funds 
available for investment in securities, aSS in Fig. 8, to shift in the direction 
of aS'aS". Because of the legal and psychological differences between divi¬ 
dends and interest, the extent of the shift would not be the same in both 
cases. 

There is a possibility that the imposition of a general income tax 
including a tax on dividends would actually shift the demand curve for 
funds. The taxation of business income might reduce the demand just 
as the taxation of dividend income might reduce the supply. This is a 
question which will have to be deferred to the chapter on the taxation 
of business income. 

Effects of Exemption of Divtdend Income 

Given a corporate income tax there is a question about the desira¬ 
bility of taxing dividend income—the question of “double taxation.” 
The proposal to reform the tax system by eliminating double taxation 
of dividends is discussed in Chapter 16. The above analysis of Fig. 8 
applies to this problem. Leaving aside the possibility of a change in divi¬ 
dend policy, the removal of dividend income from taxation would be 
expected to raise prices of existing shares so as to reduce the dividend 
yield from OT to OR. The net dividend income of shareholders would 
rise from OW to OR. The amount of funds put into shares would increase 
from ON to OM. Corporations would find it easier and cheaper than 
before to obtain funds through stock sales. A shift from bonds to stocks 
would almost certainly take place. A collapse of the bond market cannot 
be ruled out any more than a boom in the stock market. It is hardly 
necessary to say that the equity of such action is very questionable. A 
sudden change in the rules of the game to the advantage of stockholders 
and the relative disadvantage of bondholders cannot be justified merely 
by a cry of “double taxation.” The proposal to remove this double 
taxation, although advanced in all sincerity and integrity, encounters the 
difficulty mentioned above. 

The possibility of restricting the exemption of dividend income to 
new securities might appear to have some merit and avoid the difficulty 
mentioned above. This would make new stocks relatively attractive over 
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bonds and old stocks. A downward pressure on the prices of the latter 
two types of securities would be inevitable. Nor can we ignore the ease 
with which the purpose of the tax exemption might be evaded by re¬ 
placing old stock issues with new. Regulations might be established to pre¬ 
vent such evasion. It is evident, however, that the exemption of dividend 
income is a much more complicated affair than it appears on the surface. 

Quite apart from these serious effects on the money markets, there 
is a question about the desirability of creating a tax exempt refuge for 
high incomes. All of the arguments which have been advanced, with 
success, against tax exempt bonds may be marshaled here and with some 
new arguments added. In particular, since large shareholders may con¬ 
trol the corporation and its dividend policy in some cases, there is a 
danger of evasion of the capital-gains tax. The corporation might pay 
out all earnings as tax-exempt dividends, thus avoiding an increase in 
equity and dampening any rise in market value. The gross examples of 
high-income receivers paying no tax of any sort might equal the old 
abuses that prevailed when capital losses were offset fully against income. 

Conclusions 

The prevailing differential treatment of interest and dividends is often 
considered a reason for making a change. Such differential treatment 
would appear to be inequitable. But it can be assumed that the money 
markets have already allowed for the differences in the prices paid for 
stocks and bonds. In so far as holders of available funds actually do 
believe that bonds are preferable to stocks because of the double tax¬ 
ation factor, bond prices are higher and stock prices are lower than they 
would otherwise be. A person buying stocks gets them for a lower price 
to compensate him for any disadvantage he suffers from the double tax¬ 
ation factor. The buyer of bonds pays a higher price to offset the privi¬ 
leges he allegedly obtains. This is not to say that such price differentials 
actually exist but merely to indicate that if security buyers do really feel 
that the double taxation factor is of any importance the prevailing market 
prices will have been adjusted to take account of their preferences. The 
differential tax treatment is after all of long standing and it is reasonable 
to assume that the appropriate market adjustments have been made. 
Thus any inequity which exists cannot be at the present security holders" 
level. At the level of the issuing corporation it is not a question of equity 
but of cold business practice. It is true that the deductibility of interest 
payments presents a strong argument for bond financing and that bond 
financing has cyclical disadvantages. 
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These are a few points in our tax system with respect to which emo¬ 
tion seems to dominate reason and extreme statements are preferred to 
considered judgments. The capital gains tax is one of these. To many it 
seems to strike at the very roots of a free enterprise system. An example 
of this view is given in the following newspaper account of a statement 
made some years ago by a generally sound and respected statesman and 
banker:^ 

Repeal or drastic reduction of the capital gains lax was urged today by General 
Charles G. Dawes, chairman of the City National Bank of Chicago, as the first step 
in unshackling private buKincss and in building up national income to sustain vast 
expenditures for national defense. 

The national income cannot be increased from its present J?70,000,000,000 a year 
to a desired $100,000,000,000, the former Vice President of the United States de¬ 
clared, so long as this tax devastates business, throttles recovery and retards 
employment. 

Since then we have had the Revenue Act of 1942 which made some im¬ 
portant revisions and improved the treatment of corporations as com¬ 
pared with individuals.^ 

There is some possibility of giving the capital gains tax a prominent 
place in the tax system. Serious consideration has been given a proposal 
made by Henry Simons in 1937 for the use of a thoroughgoing capital 
gains tax as a substitute for the taxation of corporate income.® 

* Nm York Times, November 15,1940, p. 45. 

* For a handy comparison see the section on “ Corporate Capital Gains and Losses’* 
in Arthur H. Kent, “The Legal Machinery of the IVesent Corporate Income Tax 
System,*' Proceedings of the National Tax Association, 1947, pp. 73-74. 

* See the evaluation of this proposal in Richard B. Goode, The Postwar Corporation 
Tax Structure, pp. 23-27 (Washington: Treasury Department, Division of Tax Re¬ 
search, 1946); and Harold M. Groves, Postwar Taxation and Economic Progress, pp. 
59-62 (New York: McGraw-Hill Book Co., 1946). 
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We may review briefly some of the characteristics of taxation of 
capital gains and losses in the United States. Broadly speaking for both 
individuals and corporations, the dividing line for short-term and long¬ 
term capital gains and losses is six months. The short-term gains are 
taxable as ordinary income while only 50 per cent of long-term gains are 
included as taxable income and these are taxable at a maximum rate of 
50 per cent; hence for practical purposes there is a maximum tax rate 
of 25 per cent on long-term capital gains. Corporations can offset capital 
losses against gains but cannot offset losses against income (except for 
certain specified losses in a special category). Unused capital losses may 
be carried-over for the five succeeding taxable years and written off fully 
against allowable gains or income up to $1000 per year. 

This chapter attempts to evaluate the capital gains tax in economic 
terms. Two questions are asked: (1) Does the tax accentuate fluctuations 
in asset prices and promote economic instability? (2) Does the tax dis¬ 
courage venture capital and retard economic growth? The verdict on the 
first question is substantially unfavorable and on the second moderately 
unfavorable to the tax. The effects indicated by the analysis are serious 
but not by any means “devastating.” 

Eflfects on Economic Stability 

Assume that, in the absence of a capital gains tax, there will be a 
certain demand and supply of a given security or piece of property. 
These are DD and SS of Fig. 12. An amount OM of the asset will be 
sold at a price OP. What effect will a capital gains tax have on this 
result? If all sellers were selling at a profit subject to the capital gains 
tax, the supply curve would shift to the position S'S'. The vertical dis¬ 
tance betw een S'S' and SS at any point represents the amount of capital 
gains tax that would have to be paid if the security or property is sold 
at the price indicated on S'S\ 

Not all sellers are selling at a profit, however. Some may be selling 
at a loss and some may be selling at their original purchase price. In 
case of a loss there may be a tax saving involved to the extent that the 
loss is deductible. For those whose sales are at original purchase price 
and thus are not subject to the capital gains tax (and do not receive any 
tax credit) the supply curve will not shift at all from the position SS. 
Since the sellers are made up of all sorts, any shift of the aSaS curve will 
in practice depend on the volume of prospective sales involving tax 
liability, tax savings, and no tax effect. This depends, of course, on the 
previous history of each capital asset sold. The distance between S'S' 
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and SS represents not the capital gains tax to be paid by the profit 
takers but a weighted average of the tax paid by all sellers, including 
those who pay no tax at all and those who pay a negative tax through 
tax savings in case of a loss. 

The effect of the tax on the demand curve is more difficult to analyze. 
The prospect of having to pay a tax on a gain will probably dampen the 
demand somewhat. The prospective tax taken into account in this case 
will depend on the prospective capital gain. But there is no single pro¬ 
spective capital gain—rather a broad optimism among buyers that prices 
will rise. Nor is the prospect of a capital gain the sole factor in demand— 
the prospect of dividend, interest, or rental income is sometimes more 



Fig, 12. Sliifting of capital gains when profit-taking predominates. 

important. Thus the imposition of a capital gains tax will reduce the 
demand to a limited extent. This is shown by !)'/>' in Fig. 12. The dis¬ 
tance between the DD and D'D' curves is some sort of weighted average 
(weighted by both amounts and probabilities) and will, of course, depend 
on the intentions of the buyers. 

As a result of the decline in both demand and supply, the amount of 
securities or property sold must decline—from OM to ON in Fig. 12. As 
to whether the price rises or falls, however, will depend on the relative 
shifts of the two curves. The tax liability of sellers is something real, 
definite, and calculable by the sellers at each possible price at any time. 
The expected future tax liability of the buyers is, however, something 
very vague and indefinite and, in any case, is associated only with a very 
favorable contingency; namely, profit-taking. It is likely, therefore, that 
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the shift in the supply curve is greater than the shift in the demand 
curve. In that case the price would rise as a result of the tax, from OP 
to OQ in Fig. 12, To this extent the capital gains tax is shifted from 
sellers to buyers. The rest of the tax is absorbed by tlie sellers. This is 
the amount RP in Fig. 12. The full amount of the tax paid, on the average, 
is /?Q. 


Significance of Capital Losses 

The fact that capital losses may be offset against gains and income, 
to a certain limited extent, will have the opposite effect on the supply 
curve to that depicted in Fig. 12. As pointed out above, the fact that a 
capital asset is sold at a loss may mean tax savings. This would tend to 
move the curve to the right and would offset to some exleiit the shift 
to the left caused by the profit-takers. In a period of rising asset prices 
it may be assumed that profit-takers predominate and in a period of 
falling asset prices that loss-takers predominate. There is no certainty 
about this, however, since the previous history of prices and individual 
holdings would be necessary before any conclusion could be reached on 
this point,. The situation depicted in Fig. 12 may be assumed to apply 
to a period when profit-takers predominate. 

The tjix-saving effect on the demand curve is probably slight if it 
exists at all. Since people seldom, if ever, buy with the expectation of a 
loss, the prospect of tax saving must be very small and its iiilluence on 
the demand curve may be considered negligible. The situation is depicted 
in Fig. 13. The supply curve moves to the right as a n^sult of the tax 
saving involved in loss taking. In other words, the seller is willing to 
sell a given amount of his capital asset at a lower price than he would 
otherwise, since he is selling at a loss and he will be able to deduct that 
loss in computing his tax (to a limited extent). If there is no offset and 
no prospect of it during a carry-over period this efft^ct will not be felt. 
Since there are many sellers, some of them taking profits, the resultant 
shift in SS is some sort of weighted average. The vertical distance be¬ 
tween iSS and at any price on S'S' indicates the average net amount 
of tax saving resulting from the loss-taking. 

The shift of the demand curve DD to the left on Fig. 13 is assumed 
to be the same as in Fig. 12. The fact that, generally, losses are being 
taken does not necessarily increase the expectation of loss and, in fact, 
may have the opposite effect. In any case, the net expectation is prob¬ 
ably still one of profit. 

The price is certain to fall as a result of the sliift of SS to the right 
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and DD to the left. In Fig. 13 the price has dropped from OP to 0Q» 
The extent of the fall in price and the exact amount of capital assets 
sold at the new price is, however, dependent on the relative magnitudes 
of the two shifts. In Fig. 13 it is assumed that the SS curve shifts to the 
right more than the DD curve shifts to the left. The amount of the 
capital asset sold therefore increases from OM to ON. Far from there 
being any tax shifting through a price rise as a result of the imposition 
of a capital gains tax there is a price fall in a period when loss-taking 
predominates. The seller receives some compensation by means of the 
tax credit he gets on acxxjunt of the loss. This hardly offsets tlie un- 



Fig. 13. Shifting of capita! gains when loss-taking pre- 
dojiii nates. 


favorable effect which the aggravated prict* d(H line must have on general 
business expectations. 

Profit- and Loss-taking as A^aki.^bles 

There is a further refinement that should be made in the above 
analysis. Situations of predominant profit-taking and predominant loss¬ 
taking have b(^en considered above. This was assumed to affect the 
position of the supply curve. At a high enough price, profit-taking may 
be assumed to predominate and at a low enough price loss-taking may 
be assumed to predominate. This would affect the shape of the supply 
curve. The situation is depicted in Fig. 14. The imposition of a capital 
gains Uxx will result in a shift from SS to the type of curve shown by 
S^S'. At the higher prices the 5'*S' curve is higher than the SS curve^ 
indicating that sellers will want a still higher price to take care of the 
capital gains tax. At the lower prices the S'S' curve is lower than the SS 
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curve, indicating that sellers will be willing to accept a still lower price 
because of the tax savings they will have on account of their losses. At 
the point B, profit-takers exactly counterbalance loss-takers. If prices 
have been rising for some time, there will be many profit-takers and the 
point B will be reached sooner—that is, it will move to the left. If prices 
have been falling for some time, there will be many loss-takers and the 
point B will move farther to the right. Whether the final effect will be a 
price rise or fall will depend on the location of the point B and the extent 



Fig. 14. A case where profit-taking predominates at high prices 
and loss-taking predominates at low prices. 

of the divergence between SS and S'5' on both sides of the point B, in 
relation to the extent of the shift from DD to /)'/)'. 

Distinction Between Short-term and Long-term Capital 

Gains 

The present distinction in the American tax structure between long¬ 
term and short-term capital gains does not affect the above results 
qualitatively; it does, however, affect them quantitatively in specific cases. 
Since short-term gains are taxable as ordinary income while long-term 
gains have a tax ceiling of 25 per cent (in effect), the over-all impact on 
the supply curve will depend partly on the number of short-term and 
long-term profit-takers as well as loss-takers. On the demand side, this 
distinction adds an additional element of vagueness since the buyer can 
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hardly know whether he will be a short-term or long-term profit-taker— 
if he is a profit-taker at all. 

Colm and Lehmann have argued that the preferential treatment 
accorded long-term gains in 1936 and 1937 had two effects which acted 
in opposite directions: (1) It encouraged sales which would not have 
been made at the higher short-tc^rm tax rates and (2) it encouraged a 
delay in sales.^ Any encouragement of sales resulting from the prefer¬ 
ential treatment is possible, however, only in so far as the full tax itself 
discourages the sale; hence the net effect of this aspect of the tax cannot 
be wider fluctuations than would occur in the absence of the tax as a 
whole. If short-term holdings predominate, the shift from SS to in 
Fig. 12 is greater than if long-term holdings predominate- Some shift 
takes place nevertheless and the analysis of Figure 12 applies. Whenever 
profit-taking predominates, sales will be less at high tax rates than at 
low rates. The high short-term rates may, therefore, prevent some sales 
which would occur if tlie low long-term rates prevailed. This does not 
mean that there will be a “delay” in the sense of a postponement merely 
until the short-term holdings mature into long-term holdings. Some 
short-term holdings will not be put on the market currently because of 
the high short-term rates but there is no telling when these holdings will 
be put on the market. At the time they become long-terra holdings 
market conditions may be unfavorable to a sale even at the low long¬ 
term rates. In view of the general uncertainty concerning future market 
eemditions, it is not likely that the more fact of a low rate on long-term 
holdings in the future will affect the current demand and supply of assets 
in any significant way. 

At any particular time, the existence of long-term holding‘s makes the 
shift from SS to in all cases less than it would be if all sales were 
taxable at the prevailing short-term rates. This means that the prefer¬ 
ential treatment accorded long-term gains reduces the tendency of the 
capital gains tax to accentuate price increases when profit-making pre¬ 
dominates. Similarly, it reduces the tendency of the capital gains tax 
to accentuate price declines when loss-making predominates. Thus the 
preferential provisions have a stabilizing effect which to some extent off¬ 
set the destabilizing effect of the capital gains tax as a whole. 

^ Cf. Gerhard Colm and Fritz I-iehmann, “Economic Consequences of Recent 
American Tax Policy,” Social fte^search, 1938, Supplement I, pp. 67-68. The type of 
preferential treatment has changed since then but the principle remains unchanged. 
At that time there was an “aging” provision whereby a capital gain was considered 
taxable according to various |:)ercent,age8 ranging from 100 per cent down to 30 per 
cent, depending on the length of lime the asset was held. 
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Net Effects on Fluctuations in Price 

The general conclusion to be derived from the tax shifting analysis 
in this discussion is that the capital gains tax aggravates price rises and 
price falls.® When prices are rising and profit-taking predominates, the 
tax tends to encourage even higher prices than would otherwise exist. 
When prices are falling and loss-taking predominates, the tax tends to 
encourage even lower prices than would otherwise exist. 

This leads to an important aspect of the effect of the tax. The fact 
that capital losses are allowed as offsets to capital gains or income (in 
certain cases) may appear to be a factor contributing to economic sta¬ 
bility. Loss offsets are generally so regarded. As a matter of fact, it is 
not so at all in this case. Rather, the loss offset provisions of the capital 
gains tax tend to accentuate downswings. The tax on capital gains itself 
tends to accentuate upswings. The tax therefore seems to promote eco¬ 
nomic instability. 

Effects on Economic Growth 

It has been claimed that the capital gains tax as it existed in 1936 
and 1937 discouraged the making of risky investments.® It closed off 
some outlets for venture capital by reducing the net gain (i.e. gain after 
payment of the capital gains tax). As a cold matter of fact the tax does 
of course reduce the net gain but the maximum reduction in the case of 
long-term gains is now effectively 25 per cent. Moreover the present 
possibility of tax saving through loss offsets against other gains fully or 
income (up to $1000 per year) over a five year period may neutralize 
to a large extent any discouraging effect of the tax on risky investments. 
In view of the fact that overinvestment has often been the cause of 
business crises in the United States,^ any dampening effect of the capital 
gains tax on risky investments at the peak of an upswing when profit- 
taking predominates cannot be condemned a priori. 

It has also been asserted that new issues were especially hampered 
by the tax.® This is probably true in so far as the new issues are sub- 

® Professor (jroves, however, reaches the conclusion that the tax may not greatly 
affect asset prices at all. See the discussion in Capital Gains Taxation^ pp. 19, 60 (New 
York: Tax Institute, 1946). 

® Colm and Ixhmann, op, cii., pp. 52-53. At that time losses were deductible against 
gains and $2000 of net income but there was no carry-over. 

’ See Harold M. Somers, “Performance of the American Economy,’* Chapters 16 
and 32 in Growth of the American Economy (H. F.Williamson, ed.), (New York: Prentice- 
Hall, 1944). 

* Colm and Lehmann, loc, ciL 
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scribed for out of old capital, thus necessitating the sale of securities or 
other assets. Since new issues subscribed for out of old capital do not 
increase the availability of capital for enterprise they are not of great 
concern. In periods of predominant loss-taking the amount of capital in¬ 
vested in the purchase of assets may even be increased by the tax (Fig. 13). 

Another point that has been made is that the tax discouraged short¬ 
term speculation since long-term gains were effectively taxed at lower 
rates than sliort-term gains.® Recent confirmation of this view exists. 
Under the tax law of 1948 the distinction between short-term and long¬ 
term capital gains was reduced indirectly through a material reduction in 
the tax rates on incomes of married couples. The reductions applied to 
short-tei’in capital gains as to all other income. It was felt that increased 
activity in the stock market resulted directly from these changes.^® Even 
if the t(indency to discourage short-term compared with long-term invest¬ 
ments does exist (and our earlier analysis suggests that this may not be 
very important quantitatively), the social consequences may not be at 
all undesirable. There may be much to be said for encouraging stability 
in investments by giving preferential treatment to long-term holdings. 
Moreover, the banking system is especially able to take care of short¬ 
term financing. A firm which is able to sell stock on the open market is 
usually able to arrange a short-term loan. It is the availability of capital 
for long-term investments that is of major importance. 

What is the significance of these effects for economic growth? If 
cyclical instability had no effect on long-term trends the impact on eco¬ 
nomic growth would be small. Even under an unsympathetic interpre¬ 
tation of the above results it would seem that the capital gains tax 
discourages only slightly the purchase of capital assets and does not 
greatly discriminate against the riskier investments of a long-term nature. 
Cyclical instability and, especially, prolonged depressions may be very 
costly, however, for the growth of the economy. To the extent that the 
tax tends to promote instability it may retaid the long-term growth of 
capital and thereby hamper progress. 

Conclusions 

The above analysis points to the capital gains tax as an element of 
instability. The analysis of tax shifting indicates that the tax accentuates 
price rises and price falls. At a time when prices are rising the tax pro- 

» Ibid. 

J. K, Lasser, “New Tax Law and Speculation,” Commercial and Financial 
Chronicle, June 17, 1948, p. 8. 
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motes higher prices than would otherwise prevail. At a time when prices 
are falling the tax promotes lower prices than would otherwise prevail. 
The preferential treatment accorded long-term sales reduces the severity 
of these effects to some extent. The net effect, however, is that the tax 
accentuates upswings and downswings in security and other asset prices. 
The tax might also have some dampening effect on venture capital but 
this cannot be evaluatc?d adequately except in the context of the general 
subject of business fluctuations. It is doubtful, moreover, whethcM’ there 
is any dampening effect at all. The destabilizing effect of the tax through 
its accentuation of price fluctuations is, however, of considerable im¬ 
portance; and in so far as cyclical fluctuations retard tlie long-term 
trend of capital formation, the capital gains tax may be said to have a 
detrimental effect on economic growth. 

The generally unfavorable conclusion docs not necessarily mean that 
the capital gains tax should be repealed.^^ Under our present tax system, 
whereby so many individuals and so many activities are subject to tax¬ 
ation, considerations of equity may dictate that the process of making a 
li\dng tlirough capital gains be not allowed to go tax-free. Moreover, if 
orthodox methods of finance are employed, alternative sources of reve¬ 
nue have to be discovered and evaluated before a decision can be taken 
on the repeal of this or any other tax. 

For a brief, well-reasoned discussion wliich concludes with the sugpfcstion that no 
change be made in the capital gains tax “at least for the next five years/' see Fred H. 
Fairchild and others, A Taa Program for a Solvent America, pp. 99^-100 (IVew York: 
Ronald Ihress, 1945). Tliis study was prepared by the Conuuittee on Postwar Tax 
Policy (Harley L. Lutz, Director of Research). 
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The doctrine that “an income tax cannot be shifted” is held firmly 
in many quarters. Occasionally a word of protest is raised, but without 
any serious impairment of the doctrine itself. We have seen that taxes 
on income from wages and salaries, interest and dividends can be shifted 
under certain, reasonably realistic conditions. The doctrine of the non- 
shiftability of an income tax cannot, therefore, apply to such income. 
What of the taxation of business income? 

In the analysis of the taxation of business income it is particularly 
important to distinguish between the short run (fixed capacity) and the 
long run (variable capacity), even though much of contemporary tax 
doctrine would say that no shifting takes place in either case. 

Business Income Taxes in the United States 

Under federal law, business income earned by sole proprietorships or 
partnerships is subjected to the tax on individual incomes. A separate 
tax structure prevails with respect to corporations. Ordinary business 
corporations were subject to normal and surtax rates in 1948. The taxes 
were set up in two parts, one applying to corporations with normal tax 
net incomes of $50,000 or less and the other applying to corporations 
with normal tax net incomes of more than $50,000. If we disregard the 
distinction between normal tax net income and surtax net income and 
combine the nonnal and surtax rates, we find that corporations were sub¬ 
ject to a tax of 21 per cent on the first $5,000, 23 per cent on amounts 
between $5,000 and $20,000, 25 per cent on amounts between $20,000 
and $25,000, and 53 per cent on amounts between $25,000 and $50,000. 
The tax was 38 per cent on the entire normal and surtax net income for 
any corporation with net income in excess of $50,000. The peculiar rate 
on income between $25,000 and $50,000 was necessary in order to ease 
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the bracket system into the over-all rate for income in excess of $50,000. 
Otherwise it would actually be true that in going from an income slightly 
below $50,000 to an income above $50,000, the corporation would be 
subject to a confiscatory tax on the additional income. 

In addition to the federal taxes there are a number of st ate and local 
taxes on business income. In some cases a partnership is taxed as an 
entity quite apart from the taxes on the individual partners. The present 
chapter deals wdth the “ordinary” taxes on business income mentioned 
above. The taxation of excess profits and undistributed profits will be 
treated separately. 


General Considerations 

If one may judge from the opinions expressed by the majority of the 
businessmen appearing before the British Colwyn Committee, business¬ 
men as a whole are of the view that income taxes on business can be 
shifted. The Association of British Chambers of Commerce, for instance, 
stated that the trader “often takes into account, at least indirectly, the 
amount of income tax he will have to pay and, if the market conditions 
permit, fixes his prices at such a level as would yield him the minimum 
net income he desires to obtain or actually needs.” Leaving aside for 
later discussion the complications introduced by the corporate form of 
business, how^ever, most economic opinion is to the effect that “market 
conditions” usually do not permit the addition of th(^ tax to tlie price in 
the short run.^ Any shifting that takes place does not come about by a 
straightforward shifting from seller to buyer but, if it comes about at all, 
does so through a complex, indirect, and roundiiliout process. 

Before passing to a detailed economic analysis of the problem, it is 
necessary to discuss several general considerations and also some general 
arguments wliich are often used—and incidentally found favor with the 
majority members of the Colwyn Committee—to prove that shifting of 
the tax does not take place, i.e. that the tax is absorbed by businessmen. 

Assumption of Profit Maximization 

It is assumed in this discussion that (1) price and output were set at 
the point of maximum profit before the tax was imposed and (2) that the 
price and output will be changed, if necessary, to achieve the maximum 


^ See Robert S. Ford, “Some Economic Aspects of the Present Corporate Income 
Tax,” Proceedings of the National Tax Association, 1947, pp. 55-59. Professor Ford’s 
references to recent articles on this subject may be referred to with profit. 
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profit after the tax is imposed.^ In so far as these assumptions are in¬ 
consistent with actual business practice, the following analysis is un¬ 
realistic. However, it may still be useful in suggesting how to approach 
the problem of tax shifting under other, perhaps more realistic, assump¬ 
tions. For instance, it may reasonably be assumed that inertia, if nothing 
else, will prevent a change in price for only a small prospective change in 
profit. The analysis can then be modified to ignore any change in profit 
less than, say, 10 per cent of the existing amount. Professor Shoup has 
suggested that firms might have kept their prices down for competitive 
reasons, but that a substantial increase in the income tax might prompt 
concerted action to raise prices and profits.® 

Significance of “Goodwill” 

The possibility of losing “goodwill” Is frequently advanced as an 
argument to prove that price will be unchangc^d and the tax absorbed. 
This would mean that a change in price would result, not in the sales 
originally assumed, but in some other sales, because of the change in good¬ 
will attributable to tlie price change. If the change in goodw ill is actually 
attributable to the price change, and if it is capable of being estimated 
even roughly, then a price-sales schedule (i.c. a demand schedule) can be 
set up accordingly. 

Psychological Effects of the Tax 

Changes in the price-sales relationship may take place because of the 
imposition of the tax itself. People may be more willing to pay a higher 
price, knowing that the business firms have to pay liigher taxes on their 
income or other base. This means that a new set of price-sales data must 
be obtained after the tax is imposed. The lunv data must be used to deter¬ 
mine the new price and output. Even though technically the demand 
conditions have changed, it may still be legitimate to consider any price 
rise as a case of tax shifting since the change in the demand conditions is 
attributable to the tax. 

Significance of the Quantity of Money 

An argument against shifting which found favor with the Colwyn 
Committee runs somewhat as follows. The general price level, given a 

2 For a convenient mailieinatical proof that an income tax is not shifted under these 
assumptions see Paul Sainuelson, Foundaiions of Economic Analyshy p. 40 (Cam¬ 
bridge: Harvard University Press, 1917). 

Carl Shoup, “Incidence of the Corporation Income Tax: Capital Structure 
and Turnover Rates,” National Tax Journal^ Vol. 1, March, 1948, pp. 12-17. 

209 



TAXATION 


certain volume of production, depends on the quantity of purchasing 
power—money and deposits—and the velocity with which it circulates. 
An increase in the income tax could only enable traders in general to 
put up their prices, if at the same time it caused an expansion of currency 
or a more rapid circulation of money, making it possible for the higher 
prices to be paid. 

This may be criticized along traditional lines. In terms of the equation 
of exchange, MV = PT, where M is the amount of money and money 
substitutes, V the velocity of circulation of the items included in A/,P the 
price level, and T the volume of trade. An increase inP is possible through 
a reduction in T and without any change in M or V or MV. 

Since a rise in price is almost certain to be associated with a decline 
in output where general demand and supply conditions do not change, 
the quantity theory of money imposes no barrier to the possibility of 
tax shifting. 

If the decline in T is nil or insufficient to offset the rise in P, then it is 
true that M or V or both must rise so that MV rises. Under the presently 
prevailing banking and monetary system it is likely that the amount of 
money and money substitutes will actually respond to a rise in Pr. Hence, 
the possibility of a rise in P cannot be neglected. It is not ruled out of 
account on over-all grounds such as those represented by the equation 
of exchange. 

Application of General Supply aivd Demand Theory 

Instead of relying on the quantity theory of money as crudely stated, 
we may merely speak of the price level as being determined by total 
commodity demands and total commodity supplies. Seligman apparently 
had this in mind when he approved of the Ricardian statement: “Each 
man’s expenses must be diminished to the amount of his tax; and if the 
seller would wish to relieve himself from the burden of the tax by raising 
the price of his commodity, the buyer for the same reason would wish to 
buy cheaper. These contending interests would so exactly counteract 
each other, that prices would undergo no alteration.”^ As Robertson 
pointed out, however, this argument rests on the assumption that all 
working class consumers are income taxpayers, and that money collected 
by the state is not spent.* Even if all are taxpayers it may generally be 

< E. R. A. Seligman, “Income Taxes and the Price Level,” Appendix to the Colwyn 
Report, p. 123n. 

^ D, H. Robertson, “The Colwyn Committee, the Income Tax and the Price 
Level,” Economic Journal, Vol. 37, December, 1927, p. 576.. 
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assumed that the income tax rates applicable to owners of business fii’ms 
are higher than those of the general population, i.e. the final consumers. 

Significance of Differential Rates 

One of the arguments accepted by the Colwyn Committee as indi¬ 
cating that the tax cannot be shifted is that the amount of the shift 
cannot be determined because of the various tjix rates which exist. As 
Robertson has caricatured it, “because it [the tax] would not know, so 
to speak, to what extent to affect them.’’® Needless to say, the fact that 
we do not know exactly how great the shifting may be is no disproof of 
the possibility that some shifting will take place. Robertson has made 
this point very clearly and has argued that, besides, Pigou had measured 
the effect of differential taxes upon various sources of supply. In defense 
of the Colwyn Committee it has been said that the argument of the 
businessmen tended to hinge upon the rate of the income tax in relation 
to the effect upon price, and that the Committee, therefore, naturally 
asked, “What rate?” This is not, however, a sufficient basis for believing 
that the tax cannot be shifted. 

Significance of Iivternational Price Level 

Another of the superficial and mechanical arguments, similar to the 
one bas(‘d on the quantity theory, and also accepted by the Colwyn 
Committee, is based on the existence of a general international price 
level. There is a common price level throughout the world for goods 
whic^h enter into internationaJ trade and it is argued that this price level 
could not be affected by the fact that the British income tax is higher 
than income taxes in ot her parts of the world. In criticism of this Robert¬ 
son points out that: the British supply is a large part of the world supply; 
that the argument would be just as valid for local rates; and that business¬ 
men contended that British trade was restricted because the tax made it 
difficult to compete at world prices. 

Significance of Corporate Organization 

Wliere the firm in question is incorporated, according to the Colwyn 
Committee, there is an added reason why it is not likely that the tax 
will be shifted. The Colw yn Committee claims that this type of business 
enterprise is not concerned with the tax because: it recoups itself by de¬ 
ducting the tax from its shareholders; the directors are not personally 
affected to any great extent and are unwilling to experiment with higher 


• Ibid, 
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prices because of the size of the undertaking; and the differential rates 
of the income tax affect different shareholders to various extents. This 
argument, if valid, would be very important because management is 
separated from ownership in substantial degree. 

This type of argument is not very convincing because it implies a 
disregard for profits on the part of management. It must be assumed 
that if the tax made a change in profits, management would at least 
consider offsetting the change. It is curious that the conclusion of the 
nonshiflability of the tax is reached here by assuming (implicitly) that 
the principle of profit maximization does not hold whereas in later sec¬ 
tions of this chapter the same conclusion is reached (under conditions of 
fixed plant and equipment) on the assumption of profit maximization. 

Shifting under Fixed Capacity 

The economic argument that a tax on business income cannot be 
shifted can be stated simply: the price and output which yield the maxi¬ 
mum profit before the tax will yield the maximum profit after the tax. 
Suppose that the best profit is $1000 and this profit is obtained at a price 
of, say, $5 and output of 500 units (i.e. any other price and output will 
yield a smaller profit than $1000). The imposition of a 20 per cent tax 
on all income will leave 80 per cent of $1000, or $800. Tliis is greater 
than 80 per cent of any of the other possible profit figures, all of which 
are less than $1000. 

This is true also in the case of a monopolist. Even if the monopoly is 
absolute, the monopolist is assumed to be cliarging the highest desirable 
price before the tax is imposed. And since the income tax dot^s not affect 
the cost of production or the demand price (not directly, at any rate), 
there is no theoretical reason why the supply price should be raised. As 
Pigou has said, the tax “is assessed on the profits resulting from trade 
and industry and if, as may be presumed, people are already charging 
the prices that yield them the best profits, the removal by the State of a 
portion of the profit will not tempt them to fix prices differently.'* In 
actual practice, it is true, the price being charged may not be the highest 
possible, and the monopolist may be stimulated by the tax to raise prices; 
but it cannot be claimed that the tax itself made the increased price 
possible. It appears, therefore, that the monopolist “cannot with im¬ 
punity shift an income tax: normally the price he charges will not in 
any way be directly affected by the imposition or increase of such a tax.” 

Revolting as it may seem to the orthodox analyst, there is a possi¬ 
bility that though the income tax is a tax on profit and not a tax on 
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unit of output or sales, it might be shown in the demand curve. When 
the businessman considers the fact that part of the receipts derived from 
an additional 1000 units, say, of the product, will be paid out in the 
form of taxes, then he actually has in mind, not the sort of demand curve 
which economists impute to him, i.e. one which is independent of the 
tax, but actually he has before him a demand curve which is net of the 
tax—even though this curve may not be so continuous as the one usually 
imagined. We may object to this on the grounds that the demand curve 
alone cannot determine net profit; hence it cannot reflect the tax. But 
where we speak of “the demand curve as seen by the seller,” we must 
be prepared to accept anything the seller sees. The imposition of the tax 
might shift the demand curve he sees, and result in changes in price and 
output. In this way the irrational view which the seller has of the demand 
curve may be rationalized in terms of economic theory. 

Numerical Example 

The following numerical example will illustrate this point further. It 
is assumed the first $2000 is exempt, the next $2000 is taxable at 10 per 
cent, the next $2000 at 20 per cent, the next $2000 at 30 pe^r cent, and 
all amounts over $8000 at 40 per cent. Any other percentage tax set up 
on a bracket system will yield the same conclusion as long as no bracket 
is taxed more than 100 per cent. 

In Table 16, various prices per unit are given in column (1). At these 
prices the outputs listed in column (2) are sold. The total receipts from 
the sales of these amounts at the prices indicated are given in column (4), 
The cost of producing and selling a unit of the product at the various 
levels of output is given in column (3). In this example the cost is assumed 

Table iC 

Shifting of Business Income Tax with Fixed Capacity 


Price 

Per 

Unit 

Number 
of Units 
Sold 

C(xs7 Per 
Unit 

Total 

Peceipls 

Total 

Cost 

Total 

Profit 

Total 

Tax 

Total 
Profit 
After Tax 

(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

$10 

900 

$5 

$ 9,000 

$ 4,500 

$4,500 

$300 

$4,200 

9 

1200 

5 

10,800 

6,000 

4,800 

360 

4,440 

8 

1400 

5 

11,200 

7,000 

4,200 

240 

3,960 

7 

1600 

5 

11,200 

8,000 

3,200 

120 

3,080 

6 

1800 

5 

10,800 

9,000 

1,800 


1,800 

5 

2000 

5 

10,000 

10,000 
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to be uniform throughout. The total cost, items in column (2), multiplied 
by items in column (3), is given in column (5). The total profit, given in 
column (6), is obtained by subtracting each item in column (5) from 
each item in column (4). The figures in column (7) are obtained by 
applying the tax structure given above to the profit data in column (6). 
The total profit after tax, column (8), is obtained by subtracting the 
items in column (7) from those in column (6). 

Absence of Forward or Backward Shifting 

It will be seen that the point of maximum profit before the tax is 
imposed is at a price of $9 and sales of 1200 units. The same holds trxie 
after the tax is imposed. The profit after tax at this price and output is 
greater than any other. There is no tendency to shift the tax forward by 
changing the price. Since the output is unchanged there is no reason to 
believe that there will be any backward shifting. 

Analysis in Terms of the “Marginal” or the 
“Representative” Firm 

The short-run analysis of business-income tax shifting is sometimes 
done in terms of the “marginal” firm. Since the marginal firm has no 
net income, an income tax does not affect it. And since the marginal firm 
sets the price, price is not affected. The “representative” firm rather 
than the “marginal” firm is sometimes given the strategic price-deter¬ 
mining role. But, as the above analysis shows, even profit-taking firms, 
including the representative firm, are not induced to raise tin* price as a 
result of an income tax. 

Nevertheless the marginal approach provides one of the most widely 
accepted arguments against the possibility of the income tax being 
shifted—accepted mainly by those who have uncritically accepted classi¬ 
cal value theory. The Colwyn Report expresses the basic thesis: “In a 
free competitive market with ample supplies in relation to demand, price 
at any time is measured by the cost of production to the marginal pro¬ 
ducer. That price yields no profit and is not liable to income tax: no 
element of tax can enter into it.” There are two main defects in this as 
an argument against the possibility of passing on the tax. 

The first defect lies in the definition of “marginal producer.” As 
Robertson points out, “I do not think any warrant can be found in 
Marshall’s pages either for the view that the costs of production which are 
relevant to the determination of normal value are those of the most 
inefficient or unfortunate producers, or for the view that they do not 
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comprise a substantial element of profit.”^ Under monopolistic condi¬ 
tions the marginal theory loses even more of its effectiveness as an 
argument against the likelihood of the shifting of the tax. This is the 
second defect of the marginal analysis. To the extent that we have differ¬ 
entiated products and, in the extreme case, to the extent that we have 
virtual monopolies, the gradation super-, sub-, and marginal producers 
becomes inappropriate. Each producer is to some degree or other inde¬ 
pendent of every other in that his price cannot be said to be determined 
solely by some producer who happens to be breaking even. Thus as a 
result every other producer (including the one who is just breaking even) 
is producing a product which, at best, is only an imperfect substitute 
for his. 

Risk as a Factor Inbucing Shifting 

There is one set of realistic factors, not (considered above, which might 
require a modification of the conclusion that the business income tax is 
not shifted in the short run. Increased output even with fixed productive 
capacity necessarily involves additional risk-taking. Working capital 
which might otherwise be in the form of cash gradually takes the form 
of various inventories—raw materials, semi-finished, and finished goods— 
as expenditures are made on account of purchases and payrolls. At the 
same time the demand figures are not certainties. Even if goods are pro¬ 
duced only to order there are numerous risks involved, such as those of 
cancellation and non-payment. When goods are not produced to order 
but for the market, then the demand figures must be considered as some 
sort of average of estimates—with some possibility of over- as well as 
under-estimate. The income tax reduces the net return and it is no longer 
worth while to produce for the more risky orders or sections of the 
market. Thus some reduction in output and increase in price is likely. 
This means that there may be some short-run forward shifting of the 
income tax. Since a change in price would involve a change in sales and 
output there is also a possibility of some backward shifting through a 
reduction in the price of goods purchased. 

Taxation of “Accounting Profit” Instead of “Economic 

Profit” 

It is taken for granted that the business income tax cannot be shifted 
in the short run because the point of maximum profit before the tax is 
the same as the point of maximum profit after the tax provided that the 
tax is less than 100 per cent in total or in any bracket. This conclusion 

' Robertson, op . cit ., pp. 568-69. 
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applies only if the tax impinges on true economic profit, namely the 
profit which is the reward of the factor, business enterprise. However, 
the taxes are actually imposed on the accounting profit. This may be 
radically different from the economic concept of profit; it may include 
implicit shares of other factors such as wages, interest, and rent. To the 
extent that the businessman pays the income tax on these shares he may 
be induced to curtail his activities along the lines of the analysis of the 
taxes on wages and salaries, and on interest and rents, discussed in other 
chapters. In other words, entrepreneurship is a factor of production and 
must be paid.® The businessman may decide that it does not pay liim 
to work so hard if the government is going to take away a substantial 
portion of his income in the form of taxes. Thus he will curtail his pro¬ 
duction. Under such conditions it cannot be said that prevailing taxes on 
business income cannot be shifted in the short run. A tax which might 
theoretically be imposed on pure business profits would not be shifted in 
I the short run, but the taxes which are actually imposed on business in¬ 
come do impinge on elements other than pure business profit and there¬ 
fore can be shifted. 

An examination of the arbitrary decisions involved in the d(^termi- 
nation of the accounting profit reinforces the above conclusions. The 
accounting methods of evaluating assets is highly questionable from an 
economic point of view, however necessary and desirable they may be 
for conservative accounting practice and as a device for preventing ex¬ 
travagant business decisions. The book value of fixed assets net of depre¬ 
ciation allowances does not begin to portray the true economic value of 
those assets as they change from year to year in response to changing 
business conditions, earning power, etc. The same may be said of most 
accounting methods of evaluating inventory. As a result of these ac¬ 
counting devices the accounting profit may be different from the true 
economic profit. In many instances the accounting profit may actually 
include elements of other shares of distribution. In so far as taxes on 
such shares do result in some short-run shifting, it may be said that pre¬ 
vailing income taxes on business profits—as determined by accountants— 
may be subject to short-run shifting. 

Confiscatory Bracket Rates 

Some forward tax shifting might occur under a peculiar tax structure 
where a bracket rate exceeds 100 per cent. From time to time high- 

* See Harold M. Groves, “Revision of the Corporation Income Tax,” Proceedings 
of the National Tax Associaiion, 1947, pp. 99-100. 
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income celebrities are quoted as saying that they cannot afford to accept 
an additional engagement the current year because that would put them 
“in a higher tax bracket” and leave them with less money than before. 
This would hold true only if the tax rate for the bracket exceeded 100 
per cent. This is not and probably never will be true in law, but there 
may be some peculiarities of administration which would have the same 
effect. Raising the income above a certain level might subject it to a 
more rigid type of audit which would have the effect of raising the tax 
liability on the earlier brackets of the taxpayer’s income. This, if large 
enough, would be the same as taxing the latest bracket more than 100 
per cent. Another possibility occurs in the higher brackets in cases where 
multiple taxation exists. 

Although these possibilities are not very likely, it is interesting to see 
what sort of tax shifting they lead to. The following table recomputes 
columns (6), (7) and (8) of Table 16 on the basis of the following (highly 
objectionable) tax structure: first $2000 exempt; next $2000 taxed 80 per 
cent; amounts over $4000 taxed 150 per cent. 

Table i7 

CoNFiscATony Bracket Rates 


Total Profit 

Total Tax 

Total Profit After Tax 

$4500 

2350 

2150 



2000 



2300 


960 

2240 



1800 


In this case the point of greatest profit after taxes is at a price of $8 
and output of 1400 units. It apparently pays the seller in this case not 
only to absorb the full tax himself but even to reduce the price. In other 
numerical examples or with other tax structures it might occur that the 
price is raised or that there is no change whatever. 

Thus the conclusion that the best point of production before the tax 
is imposed must also be the best point of production after the tax is 
imposed holds only if no bracket is taxed at confiscatory rates—that is, 
at 100 per cent or more. If any bracket is taxed at less than 100 per cent, 
then there will always be some additional net income after taxes when 
the individual moves into the higher bracket. He will not lose in dollars 
and cents by moving into the higher bracket. 

In order to be certain that the brackets are not confiscatory, it is 
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sometimes necessary to examine carefully the structure of rates. Suppose 
the rates are not stated in bracket but over-all terras. Then it is possible 
that the system is confiscatory at certain brackets even though it does 
not appear to be at first sight. The following example may serve to 
explain this point. 

Suppose that the tax system is such that on income up to $10,000 
the rate is 20 per cent and that on the total of income when the income 
exceeds $10,000, the rate is 30 per cent. If the individual makes $10,000 
he pays a total tax of $2000. If he makes $10,001 he pays a total tax of 
$3000.30. Thus by raising his income $1 he increases his tax liability by 
$1000,30. Implicitly, therefore, there is a confiscntory bracket of tremen¬ 
dous size. Ill such cases of course the business income tax would be 
shifted in the short run because an individual would reduce production 
so as to avoid getting into the higher bracket. Such a bracket structure 
does not exist in the federal income taxes at the present time. It is quite 
conceivable, though, that through the variety of tax structures and also 
the possibility of multiple taxation and variations in exemptions practical 
cases could be devised—and some have actually been devised for pur¬ 
poses of illustration—whore the individual is in practice faced with a 
confiscatory bracket. Within this limited range the business income tax 
would be shifted even in the short run. 

Shifting under Variable Capacity 

The possibility of shifting a business income tax in the long run where 
productive capacity and the number of plants are variable has generally 
been discarded on a very plausible basis. This is the twofold argument: 
(1) that an income tax does not affect the marginal firms, wliich have no 
income, and therefore does not force any firms out of business; and (2) an 
income tax does not change the optimum size of a firm since the size of 
plant which gives the maximum profit before tax will also give the maxi¬ 
mum profit after income tax. 

Complications Introduced by the Nature of Investment 

Decisions 

The above statements, although fully consistent with “classical” 
price theory, ignore two important interrelated aspects of investment 
decisions: (1) the data on which investment decisions are based are not 
known quantities but are merely estimates involving a wide range of 
probabilities and a high degree of risk; and (2) if the net return after 
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tax falls below a certain level the investor will keep his assets in the form 
of cash or riskless securities such as government bonds. 

In any business investment there is the possibility of loss. If there is a 
good chance of making a large profit there will be some people who are 
willing to make an investment of a certain amount. If an income tax is 
imposed on a given income-probability structure, the net prospective re¬ 
turns are reduced throughout. Some investors will decide not to invest at 
all and others will reduce the amount of their investment- For these 
marginal investors, and for the marginal investments of the other in¬ 
vestors, the marginal efliciency of capital has dropped below the marginal 
rate of liquidity preference and there will be a shift into liquid holdings 
until the two are brought into equality again.® This means that fewxT 
plants are opened up than would otherwise be the case and existing plants 
are allowed to deteriorate to some extent or are not expanded as much as 
they would otherwise be. 

There is no escaping the conclusion that in the long run the possi¬ 
bility of price increase and forward shifting of the income tax exists. This 
conclusion is based not on vague references to “confidence” but on a 
direct application of contemporary economic analysis which recognizes 
the existence of risk and the influence of liquidity-preference. 

Importance of Alternative Possibilities 

The important tiling to remember is that the absolute amount of net 
im!ome is not the sole determining factor in business investment decisions. 
Alternative possibilities, such as purchase of interest-bearing bonds or 
even holding idle cash, cannot be ignored. In the case of the small busi¬ 
nessman even the possibility of current consumption should be con¬ 
sidered. Even the large corporation in which management and ownership 
are said to be “divorced” has these alternatives although a desire on the 
part of management to make the company as large as possible may be 
the predominant influence in price policy. 

Taxation of Alternative Possibilities 

One caution must be sounded in connection with these alternatives: 
they too may be subject to the income tax. If the income from the 
interest-bearing bonds is subject to tax at the same rates as business 

• See Harold M. Somers, “ Monetary Policy and the Theory of Interest,” Quarterly 
Journal of Economics^ Vol. 55, May, 1911, pp. 488-507. Reprinted in Readings in the 
Theory of Income Distribution, pp. 477-98. (Philadelphia: The Blakiston Compemy, 
1946). 
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income, then the alternative loses some of its attractiveness by virtue 
of the income tax. There are, however, two other alternatives: holding 
cash and spending the money on consumption. The “psychic income” 
or whatever it is that is derived from devoting funds to these purposes 
is not (as yet) subject to income taxation. 

Marginal Rates of Liquidity- and Time-preference 

To make this approach to the problem amenable to further analysis, 
it is necessary to define two terms; the “marginal rate of liquidity pref¬ 
erence” and “marginal rate of time preference.” The marginal rate of 
liquidity preference may be considered the minimum net return which is 
required to induce an individual to invest an additional sum of money 
rather than hold it idle in tlie form of cash. The marginal rate of time 
preference may be considered the minimum net return which is required 
to induce an individual to invest an additional sum of money rather than 
spend it for current consumption. 

Business Expectations 

A numerical illustration of this sort of approach is difficult because of 
the many complications involved in the analysis of risk-taking. In par¬ 
ticular not enough is known about the businessman’s reaction to: (1) the 
average expected return, i.e. arithmetic mean of all the possible returns 
weighted by their probabilities; (2) the most probable return, i.e. the 
single return which has the highest single probability, however large or 
small that may be; and (3) the dispersion of the various possibilities, i.e. 
how great the probability is of losing all, how great it is of losing 90 per 
cent, etc. Different businessmen will of course react differently to each of 
these. The gamblers may ignore (1) and (2) and go for the long chance, 
as in a sweepstake. The more conservative businessman will consider all 
three. He will want a high average expected return, a high “most prob¬ 
able” with a large probability, and will not look kindly on a wide dis¬ 
persion of the possible, or at least the more probable, returns. Another 
important factor is the margin of safety required by the businessman 
after all calculations are completed.*® 

Numerical Example 

By way of illustration, the mean expected return is used in the 
numerical illustration below. A single company contemplating various 

See William Fellner, Monetary Policies and Full Employment, Chapter 5 (Berke¬ 
ley: University of California Press, 1946). 
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sized plants is considered. The effect of an income tax is then 
examined. 

Table 18 gives the basic data for a discussion of long-run shifting of 
an income tax in the particular case mentioned above. Column (1) gives 
various possible amounts of investment representing plants of different 
size. The task is to determine which amount of investment should be 
undertaken in the absence of an income tax and which amount with an 
income tax. Column (2) gives the net income derived from the various 
amounts of investment stated in column (1). All expenses have been 
allowed for including int(?rcst, either actual or imputed. These are esti¬ 
mated figures and represent some sort of average of the various possible 
returns to be expected at each level of investment. 


Table i8 

Shifting of Business Income Tax with Variabi^ Capacity 


Total 

Total 

Net 

Mar¬ 

ginal 

Invest¬ 

ment 

Mar¬ 

ginal 

Net 

Return 

Before 

Tax 

Net 

Income 

Total 

Net 

Mar¬ 

ginal 

Net 

Return 

After 

Tax 

Mar¬ 

ginal 

Rate 

Mar¬ 

ginal 

Rate 

Mar¬ 

ginal 

Rate 

of 

Liquid¬ 

ity- 

Prefer¬ 

ence 

Invest- 

meni 

Return 

Before 

Tax* 

Tax at 
20 Per 
Cent 

Return 

After 

Tax 

1 

of 

Return 

Before 

Tax 

of 

Return 

After 

Tax 

(1) 

(2) 

(3) 

w 

(5) 

(6) 

(7) 

(8) 

(9) 

(10) 

$ 1000 

$ 80 

$1000 

$ 80 

$ 16 

$ 64 

$64 

8% 

6.4% 

4% 

2000 

170 

1000 

90 

34 

136 

72 

9% 

7.2% 

4% 

3000 

270 

1000 

100 

54 

216 

80 

10% 

8.0% 

4% 

4000 

360 

1000 

90 

72 

288 

72 

9% 

7.2% 

4% 

5000 

440 

1000 

80 

88 

352 

64 

8% 

6.4% 

4% 

6000 

510 

1000 

70 

102 

408 

56 

7% 

5.6% 

4% 

7000 

570 

1000 

60 

114 

456 

48 

6% 

4.8% 

4% 

8000 

620 

1000 

50 

124 

496 

40 

5% 

4.0% 

4% 

9000 

660 

1000 

40 

132 

528 

32 

4% 

3.2% 

4% 

10000 

690 

1000 

30 

138 

552 

24 

3% 

2.4% 

4% 


At best output. This is not the low cost output except under conditions of long-run constant costs. 
Under other cost (x>nditiou8 the best output is generally at a cost higher than the low cost points for the 
plant' couc(!rued. 


Column (3) gives the increment in the total investment figures listed 
in (1). In this case the increments are all $1000. Column (4) gives the 
increments in the total net return figures of column (2). Column (5) 
gives the amounts of income lax computed at a flat rale of 20 per cent 
on the net return figures of column (2). Although a simple proportional 
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tax is used here, the analysis does not preclude a more complicated tax 
structure. 

Column (6) gives the net return after the tax has been deducted, i.c. 
column (2) minus column (5). Column (7) gives the increments in column 
(6). Column (8) is column (4) computed as a percentage of column (3). 
Column (9) is column (7) computed as a percentage of column (3). 
Column (10) gives the marginal rate of liquidity preference, which was 
explained above. In this case the rate is assumed to be 4 per cent through¬ 
out. This means that the businessman would rather hold cash than invest 
additional amounts at less than a net return of 4 per cent. This is a 
“take-home” net return after all expenses, taxes, interest, etc., are de¬ 
ducted. It represents a state of mind and is not subject to taxation. It is 
unaffected by the imposition of a tax on income. In practice this rate 
might rise in relation to larger investments since tlie investor will be left 
w’ith few'er liquid resources as the amount of investment rises. A variable 
marginal rate of hquidity preference docs not affect the type of analysis 
considered here. It is assumed, however, that the schedule of marginal 
rates of liquidity preference is not affected by variations in other returns 
as a result of taxes. 

Before the imposition of the tax the businessman is willing to invest 
up to $9000 and build a plant of corresponding size. At this level of 
investment the marginal rate of return just equals the marginal rate of 
liquidity preference. Up to this point the additional return has exceeded 
the minimum required to induce him to make the investment. He will 
not invest $10,000 because the return on the last thousand is only $30 
or 3 per cent while the minimum that he wall consider is $ 10 or 4 per cent. 

When the tax is imposed the marginal rates of return are reduced. 
The ninth thousand yields only 3.2 per cent, which is below the required 
minimum of 4 per cent. The eighth thousand yields 4 per tx^nt and this 
is as far as the businessman wall go. He will build a plant requiring the 
investment of $8000. 


Graphic Analysis 

The analysis of the problem of the long-run shifting of the income 
tax is demonstrated diagramrnatically in Fig. 15. The marginal rate of 
liquidity preference is shown by the solid line extending horizontally 
from the point /?. This, it will be recalled, is the minimum return at 
which an additional amount of money will be removed from cash hold¬ 
ings and diverted to investment in business. This rate is here considered 
to be uniform. It is likely that a higher minimum rate would prevail as 
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investment increases and cash holdings decline. In that case the curve 
out of point R would be upward-sloping to the right. Neither the analysis 
nor the qualitative conclusions reached would be affected thereby. 

The marginal rate of return before taxes is indicated by the solid 
curve so labeled. The best amount of investment is OM where the mar¬ 
ginal rate of return on the investment equals the marginal rate of liquidity 
preference. When the tax is imposed the curve falls to the broken line 
in Fig. 15. The liquidity preference curve is unaffected by the tax (we 



Fig. 15. Tho graphic* analysis of the problem of the long- 
run shifting of the inc ome lax. 


assume). Tlie Ixist investment is now ON. Business plans will now call 
for a smaller plant. 

Significance of Deductibility of Interest Expense 

It will be noted that in the above example the marginal net return is 
compared, not with the rate of interest, but with the marginal rate of 
liquidity preference. Decisions concerned with debt-financed investment 
based solely on a comparison of interest with marginal efficiency of capital 
(marginal iu;t return before deduction of interest) will not be affected by 
the income tax where interest expense is deductible for tax purposes.^^ 
The imposition of the tax reduces the prospective return but it also re- 
du(‘.cs the net interest cost to the firm because of the deductibility of 
interest expense for tax purposes. Some modifications have to be made 
in this conclusion if it is found that the prevailing interest rate itself 
changes, along the lines of the analysis of Chapter 11. 


See E. Cary Brown, “Business-Income Taxation and Invostmenl Incenth^es,” 
Income^ Employment and Public Policy: Essays in Honor of Alvin 11, Hansen, p. 314 
(New York: W. W. Norton & Co., 1948). 
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Effects on Costs and Prices 

The effect which reduced capacity in an industry will have on costs 
of production will depend on a variety of economic factors. The reduced 
industrial capacity may mean higher, lower, or constant costs depending 
on whether long-run decreasing, increasing, or constant costs prevail. 
Under highly competitive conditions the prevailing pri(;e will correspond¬ 
ingly be higher, lower, or unchanged. Under other conditions, the reduced 
capacity will mean less competition. The effect which rediu c'd compe¬ 
tition has on prices is, as a general matter, indeterminate. But in this 
case, where reduced capacity accompanies the reduction in competition, 
the influence would be in the direction of higher prices.'-* A sufricienl 
reduction in costs could offset this tendency if a substantial degree of 
competition remains. 

Prospects of Shifting in the Long Run 

It is frequently assumed that the business incomes tax will be shifted 
in the long run because the tax does reduce tlie iiu^entive to expansion 
and may even encourage gradual liquidation of investment. \\ fiether a 
reduction in the size or number of firms results in an increase or decrease 
in prices will depend on the long-run cost conditions and I he conditions 
of demand. This aspect of the problem has been discussed above. 

The conclusion that the business income tax will have the effect of 
reducing incentives in the long run requires some further study. If eco¬ 
nomic surpluses remain an clement in business profit in the long run then 
any income tax which is confined to that surplus would not reduce in¬ 
centives. The surplus is something over and above what is necessary to 
promote long-run changes in investment. This is probably merely a tech¬ 
nical point, however. Under conditions of pure competition economic 
surpluses cannot persist generally in the long run. The lure of super¬ 
normal profits would increase the number of firms so that the super¬ 
normal profits disappear through a reduction in price. If the supernormal 
profits are taxed away, then the number of firms will not increase and the 
prevailing prices will remain. Thus the taxing away of the supernormal 
profits prevents a price change which would otherwise take place. In this 
sense it may be said that tax shifting might occur. 

Under conditions of monopolistic competition, if it is assumed that 

It should be emphasized that this statement is not based on any assumption that 
a monopoly price is necessarily higher than a competitive price. We are dealing here 
with a change in the monopoly price itself as a result of an income tax. 
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free entry exists, then again increases in the number of firms will take 
place so that in the long run supernormal profits are wiped out. Once 
again the presumption is that the increase in the number of firms will 
reduce the price. The imposition of the tax will prevent the increase in 
the number of firms by taxing away the attraction to new firms and 
therefore higher prices will persist. Once again, however, the answer de¬ 
pends on the long-run nature of the cost conditions. It is quite conceivable 
that the increase in the number of firms might then result in higher costs 
and higher prices. Under such conditions the tax keeps the price lower 
than would otherwise have been the case. 

Under conditions of monopoly where it is assumed that even in the 
long run supernormal profits may persist, the taxing away of those profits 
should have no effect whatever, assuming that the tax is on economic 
business profits. The best-sized plant for the monopoly before the income 
tax will still be the best-sized plant after the income tax. Thus only in 
the (^ase of monopoly can it be said that an income tax which is imposed 
on supernormal profits alone will not be shifted even in the long run. 

If the business income tax impinges on normal profits, then more 
drastic effee^ts may be expected. The tax on supernormal profits may 
reduce the attraction to new firms but a tax on normal profits will en¬ 
courage the dropping out of existing firms. There again the final effects 
on prices w ill depend on long-run cost conditions and demand conditions. 
Even the monopolist will be induced to seek alternative occupations if 
the tax impinges on normal profits, that is, the opportunity cost. Even 
if all fields are taxed the monopolist may prefer to go out of business 
completely and may perhaps decide to become a rentier. A tax system 
which would prevent such effects would have to be more carefully de¬ 
vised so that the tax by its very nature reduces the alternative possi¬ 
bilities siiKje they are also taxed. In other words the tax would have to 
reduce the opportunity cost and thereby reduce the normal profit itself. 

This would mean that all income-producing alternatives are taxed 
equally so that any effects of opportunity costs are reduced and all 
normal profits or normal incomes generally are correspondingly reduced. 
It is even doubtful whether this would be an effective method of avoiding 
long-run consequences. The alternative of holding cash and indulging in 
leisurely activities constantly exists. Unless the government is willing to 
supplement its income tax with some unfavorable device for preventing 
leisure, then a tax which impinges on presently prevailing normal profits 
will unquestionably have the effect of changing the price. Thus it may 
be concluded that the business income tax which impinges on normal 
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profits will result in price changes in the long run under any and all con¬ 
ditions. The one exception of long-run constant cost must be made in 
all cases, of coui'se. 


Conclusions on Shifting 

In general we may conclude that in the short run there is little likeli¬ 
hood of business income tax being shifted. In the long run, however, 
where alternative possibilities exist, there is strong likelihood that the 
tax will be shifted. There are many likely sets of circumstances under 
wdiich the shifting, partially or wholly, w-ill take place. Hence we cannot 
agree with the conclusion reached by the Colvvyn Comrnitte^e (p. 119) 
that “the broad economic argument is true for practically the whole field 
and for practically the Avhole of the time any exc(;ptions being local or 
temporary and insulficient to invalidate it.*’ Nor can we agree with 
Seligman who says, “It is the producer who bears the lax, both immedi¬ 
ately and ultimately.” 

Indirect Effects of the Taxation of Business Income 

Whether or not the business income tax directly raises prices, we may 
be sure that it will have important economic effects. To the extent that 
complete shifting does not take place, profits-net-of-tax are reduct^d. In 
the short run this necessarily means a fall in tlie percentage rate of profit 
since the total amount of capital invested is unchanged while the amount 
of profit is diminished. In the case of corporations this will mean one of 
(1) reduction in dividends; or (2) reduction in undistributed profits 
(business savings); or (3) reduction in both. Which of these possibilities 
will actually become realities cannot be determined a priori —the result 
being to a large extent determined by the relative strength of the manage¬ 
ment and the shareholders in influencing the board of directors with 
respect to dividends. The repercussions of each of these possibilities will 
be considered in this brief discussion of indirect effects. 

Income Distribution and Consuiviption 

The business income tax, especially where it is progressive, generally 
has the effect of leveling out the distribution of income. This tendency is 
modified only to the extent that the perennial widow-orphan shareholder 
forms a substantial part of the sheureholding group or the extent that the 
“stockholding proletariet” is a reality. The tax could reduce consump¬ 
tion if (1) prices generally actually rose as a result of the imposition of 
the tax; or (2) dividends were restricted, and these dividends would 
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otherwise have been paid to people who would have spent the money on 
consumption. In general, we may conclude that the business income tax 
has relatively little effect on consumption. 

Venture Capital 

Leaving aside the possibility of a decrease in consumption with its 
resulting effects on production, there still are important ways in which 
the business income tax could affect production and enterprise. To the 
extent that the tax is not shifted and the dividend rale is diminished, 
there may be the tendency that the business income tax would dampen 
enterprise and restrict venture capital. This conclusion concerning ven¬ 
ture capital is not so obvious as it may appear in view of the fact that 
the tax falls equally upon the incomes for all types of enterprise (although 
the rates are different for incorporated and unincorporated enterprise). 
It may be true that a general lowering in net return after taxes means 
that capital will tend to favor less risky enterprises. In view of the fact 
that the relative position of more or less risky enterprises remains sub¬ 
stantially the same after the income tax, there would be the tendency to 
favor the less risky enterprises only if the return on the more risky (before 
the tax) was only just sufficient to induce that amount of capital which 
actually finds its way into those enterprises. Because of many real barriers 
and discontinuities many enterprises return more than an amount just 
sufficient to attract capital which is actually invested in them. 

There may even be a tendency in the direction of favoring the more 
risky enterprises. For instance, when the normal corporate income tax 
was raised in the United States a few years back, it was claimed by a 
wddely used investment service that the greatest burden would be on 
companies with stable earnings which would find it difficult to increase 
profits before taxes enough to offset the higher tax rate. The following 
industries were cited as the ones that would suffer most: 

Beverages Food Shoes 

Containers Medicine Tobacco 

Drugs Office Equipment Utilities 

Which of these two tendencies is actually predominant cannot be 
decided a priori but it is sufficient to say that the simple conclusion that 
risky ventures will suffer most cannot be accepted as being of general 
applicability. It must always be remembered that a risky enterprise that 
loses money pays no tax; and an enterprise that pays a large tax does so 
because it has made a lot of money I 
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Business Organization: Corporation vs. Partnership 

An entirely different type of effect on enterprise may result from the 
fact that the corporation together with its shareholders would ordinarily 
pay a larger amount of tax than the partnership together with its partners 
if the corporate profits are distributed.^^ This is because of the “double 
taxation of dividends'’ which is discussed in another chapter. The follow¬ 
ing hypothetical example which appeared in the New York Times some 
years ago will illustrate this point. 

A corporation with three principal shareholders, having invested caf)ital of $125,- 
000 and earnings of $37,500, before deducting salaries of tlie shareholders of $11,250, 
(4a) capital stock tax, New York State franchise lax, income and excess profits taxes, 
would pay such taxes amounting to $7,228,05 as follows: 


Capital stock tax 

$ 288 

.75 

State franchise tax 

1,557 

.68 

Corporation income tax 

4,040. 

97 

Excess profits tax 

1,340. 

65 

Total 

$7,228 



The capital stock tax is stated at the minimum declared amount which will save 
the corjK>ration from the “(le<dared value excess-profits tax.” For the purpose of the 
franchise tax, which is based on the next preceding year’s earnings, a like income is 
assumed and the excess-profits tax is calculated on the invested capital basis. 

Partnership Payment 

Passing momentarily the items of income taxes and surtaxes to which the three 
principal shareholders would be subject, and assuming this were a partnership, the 
partnership and the partners would pay the foil wing taxes: 

Unincorporated business tax $1,000.00 
State income tax 1,650.00 

Federal income tax 2,316.60 

Total $4,966.60 

In computing the unincorporated business tax (4 per cent) credit is taken for 20 
per cent of income, plus an exemption of $5,000. Personal exemptions for the state 
and federal income tax returns are taken at $2,500 and 12,000, respectively. 

But the shareholders of the corporation will make individual returns of their 
salaries, and assuming that they also distribute their corporate earnings, they will 
pay income taxes as follows: 


See Roy Blough, “Some Aspects of Corporate Taxation,” Bulletin of the National 
Tax Association, Vol. 31, June, 1946, pp. 287-89. 

Godfrey N. Nelson, New York Times, November 3, 1940, Sec. 3, p. 1, col. 5. 
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State 

$1,114.05 

Federal 

1,573.86 

Taxes paid by shareholders 

2,687.91 

Taxes paid by corporation 

7,228.05 

Total 

$9,915.96 


Thus the corporation and the shareholders would pay $9,915.96 as compared 
with $4,966.60, payable by the partnership and the partners. Even if the corporation 
distributed no earnings as dividends and paid no excess profits lax, the corporation 
would pay over 20 per cent more than the partnership. It will be observed that 
salaries amounting to 30 i>er cent of the corporation’s income, before deducting 
taxes, were allowed; that no declared value excess-profits tax was incurred. 

It must be stressed that the above is merely a hypotlietical example. 
It is sufficient, however, to show that income taxes may have important 
discriminatory effects on business. At any rate, the possibility of such 
discrimination should certainly be taken into account in modifying any 
income tax structure even though there may not be any possibility of 
removing it or even any desire to do so. 

The tax law of 1948 increased the advantage of many partnerships 
and propriet orships. The proprietorship, where the proprietor is married 
and has two dependents, has an advantage over the corporation 
up to earnings of just under 170,000. Partnerships have even greater 
advantages.^® 


Size of Busiistess: Large vs. Small 

The prevailing income tax structure may favor the small as opposed 
to the large corporation. It has been found that taxes constitute a higher 
percentage of the income of large corporations than of small ones. This 
is a result of three peculiarities of the prevailing tax structure: (1) The 
graduation of rates for corporations with incomes up to $50,000, whereby 
the over-all rate is less than the maximum of 38 per cent for all incomes 
below $50,000; (2) the 2 per cent tax imposed on consolidated returns; 
and (3) the inclusion of 15 per cent of intercorporate dividends.'® The 
social desirability of this degree of progression is anothei matter. Nor can it 
be assumed that the tax penalty apparently imposed on big corporate busi¬ 
ness offsets in any significant way the advantage of big business. 

J. K. Lasser, “New Tax Law and Speculation,” Commercial and Financial 
Chronicle, June 17, 1948, p. 8. 

Louis Sbere, “The Fiscal Significance of the Corporation Income Tax,” Pro* 
ceedings of the National Tax Association, 1947, p. 12. 
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There are other aspects of the corporation income tax which favor 
the large corporation.^^ The large firm is more likely to have other in¬ 
come from a variety of ventures against which to offset its losses over a 
period of years.It also has readier access to the capital markets so that 
the transfer of substantial funds to the government through the tax pay¬ 
ment itself is less likely to preclude any desired investment. Another 
possibility is that a large, management-controlled firm may actually be 
concerned less M'ith marginal changes in net income after taxes than with 
gross earnings, enlargement of market position, or maintenance of a 
reasonable level of earnings. In the matter of growing as opposed to 
established firms the tax system seems rather clearly to favor the latter.^® 
The firm wliich has accumulated a large amount of capital can perhaps 
afford to pay a large part of its income away in the form of taxes. The 
growing firm finds that the income tax takes away a large amount neces¬ 
sary for capital expansion. 

Savings and Availability of Credit 

In considering the effect of savings, we arc concerned not merely 
with the question whether the amount of individual money-saving is 
diminished, but also we are concerned with the question whether any 
diminution in money-saving w^hich does take place actually results in the 
restriction of credit and a reduction in capital formation. With respect to 
money savings there can scarcely be any doubt that the business income 
tax has an “adverse” effect, since the tax is paid out of profits w^hich 
would ordinarily be available for investment in large part. This does not 
mean that capital formation need be restricted greatly through lack of 
funds derived from business profits. In England we may accept as a fact 
the Colwyn Committee’s findings that the income tax severely affects the 
trading concern of ordinary size which has to rely on its own savings for 
expansion and that, more generally, “with regard to savings . . . indus¬ 
try has suffered materially from the effect of the high income tax and 

'^See R, A. Musgrave, “Should an Absolute Corporation Tax Be Retained?” 
N,T.A. Proceedings, 1947, pp. 115-16. 

i®See E. D. Domar and R. A. Musgrave, “Proportional Income Taxation and 
Risk-Taking.” Quarterly Journal of Economics, Vol. 58, May, 1944, pp. 388-422. 

See J. Keith Butters and John Lininer, Effect of Federal Taxes on Growing 
Enterprises (Harvard Graduate School of Business Administration, 1945); David 
McCord Wright, “Income Redistribution Reconsidered,” Income, Employment and 
Public Policyi Essays in Honor of Almn //. Hansen, pp. 159-176 (New York: W. W. 
Norton & Co., 1948); and J. Keith Butters, “Would the Complete Integration of the 
Corporate and Personal Income Taxes Injure Small Business?” N.T,A, Proceedings, 
1947. pp. 189-93. 
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super tax.” Where we have an easily accessible capital market, with 
ample supplies of credit, such as has existed in the United States in 
recent years, however, it is not certain that any actually profitable 
capital formation of large established companies would fail to take place 
for lack of capital merely because net profits after taxes have diminished. 

Business Fluctuations and Economic Progress 

Since income tax revenues fluctuate directly with fluctuations in 
business, they tend to dampen the variations in rate of return. One of 
the advantages of the income tax is that its burden automatically de¬ 
creases with the income of the taxpayer. In other words, it is not like a 
fixed charge which might aggravate a depression. 

The extent of any possible effect on economic progress depends mainly 
on (1) whether or not the tax tends to discriminate against more enter¬ 
prising types of business and (2) whether it actually tends to decrease 
the amount of capital formation, i.e. the accumulation of wealth. If the 
answ(T to these questions is in the aflmmative, we would conclude that 
the business income tax has an adverse effect on economic progress. The 
above analysis has shown that such detrimental eflects cannot be taken 
for granted. Moreover, if a more even distribution of income is con¬ 
sidered an element in economic progress the business income tax has 
some evidence in its favor. 

Summary of Discriminatory Aspects 

The business income tax structure has important effects of a dis¬ 
criminatory nature. It is not “neutral.”^® It affects business practices 
and business decisions in an apparently non-rational way. Some of the 
elemf'uts of discrimination of the corporation tax are:^^ (1) Against dis¬ 
tributed profits and for other types of income, since dividends are taxed 
first as corporate income and again as personal income; (2) against equity 
financing and for debt financing, since interest payments are deductible 
expenses for the corporation while dividend payments are not; (3) against 
declaration of dividends and for reinvestment of earnings, to avoid the 
douWe taxation mentioned in (1); (4) against unincorporated businesses 
that reinvest their earnings and for incorporated businesses that rein¬ 
vest their earnings; (5) against incorporated businesses that distribute 

See Harold M. Groves, “Neutrality in Taxation,” National Tax Journal, Vol. 1, 
No. 1 (March, 1948), pp. 18-24. 

*'See Harold M. Groves, “Revision of the Corporation Income Tax/’ National 
Tax Association Proceedings, 1947, pp. 98-99. 
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their earnings and for unincorporated businesses that distribute their 
earnings; (6) against corporations that cannot readily avoid taxes 
through the payment of high executive salaries and for corporations 
whose major shareholders are also major executives who can pay them¬ 
selves salaries which are deductible expenses for the corporation instead 
of dividends, which are not. Another aspect of this discrimination lies in 
the fact that a given increase in the rates affects different corporations 
differently depending on the proportion of taxable income earmarked for 
preferred dividends (since common stockholders have to take what is left 
after the preferred aie paid), proportion of operating profit going to 
earnings or rentals (since these payments are tax-free), and rate of turn¬ 
over of capital (since the sales required to maintain profit rates are 
affected thereby). The amount of increase in sales required to restore 
profits after taxes will depend on these factors. Some firms will therefore 
be in a better position to shift the tax (assuming that price was not pre¬ 
viously at the optimum level) than others.^^ 

Conclusions on Indirect Effects 

The above analysis may seem to warrant the following general con¬ 
clusions as being broadly valid: the business income tax has little effect 
on consumption; has a detrimental effect on production and enterprise; 
reduces money saving but may have little effect on the availability of 
credit and on capital formation; tends to reduce inequalities in the dis¬ 
tribution of income; tends to dampen fluctuations in business; and may 
have no significant effect on economic progress. Yet it is impossible to 
escape from the fact that the prevailing corporation tax has undesirable 
economic consequences because of its discriminatory nature. It affects 
the nature of business organization, the size of business and the process 
of decision-formation in an apparently pointless and irrational manner. 

**See Carl Shoup, “Incidence of the Corporation Income Tax: Capital Structure 
and Turnover Rates,” National Tax Journal^ Vol. 1, No. 1, March, 1948, pp. 12-17. 
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The analysis of the effects of commodity taxation, such as sales and 
excise taxes, runs along rather different lines from that of income taxes. 
Here the immediate impact of the tax is directly on sales receipts or on 
costs; the two elements of business decisions which have an undisputed 
influence on price and output. Sales and excise taxes may be treated in 
the same way unless there is a possibihty of the production of goods 
which are not sold in the period under consideration. Under some excises 
the tax would have to be paid when the good is produced but there is no 
chance of shifting the tax by raising the price immediately since the goods 
are not being sold. In other words, excise and sales may be considered 
together in the absence of inventory accumulation or liquidation. Barring 
the possibility of such inventory changes, either excise or sales taxes may 
be considered as a deduction from the sales receipts per unit or an addi¬ 
tion to the cost per unit. The amount of the deduction or addition will 
depend on the way in which the tax is computed. As a matter of analytical 
convenience some taxes are considered as deductions from sales receipts 
and others as additions to costs. 

Federal taxation in this field is described briefly below. Sales, use, 
and excise taxes at the state and local level are discussed in Chapters 
20 and 21. 

Types of Sales and Use Taxes 

The meaning of the term “sales tax” has not been standardized.^ 
Interpreted literally, the term covers three types of taxes: selective sales 
tax, retail sales tax, and general sales tax. A selective sales tax applies to 

‘See A. M. Hillhouse and Muriel Magelssen, Where Cities Gel Their Money, 
pp. 55-57 (Chicago: Municipal Finance Officers Association, 1945). Cf. Denzel C. 
Cline, “Sales Tax Exemptions,” Chapter 10 in Tax Exemptions (New York: Tax 
Policy League, 1939). 
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Specified commodities, such as gasoline, tobacco, and liquor. A retail 
sales tax applies to all goods (but not services) sold at retail. A general 
sales tax may apply to various levels of distribution, such as retailers, 
wholesalers, and manufacturers. 

Two other taxes are sometimes included in the term “sales tax,” 
broadly conceived: gross receipts tax and gross income tax. The gross 
receipts tax covers the sale of services as well as goods. Professional 
services of doctors, lawyers, accountants, etc., are included. A gross in¬ 
come tax covers income from all sources, whether from the sale of goods 
or services, whether from business or property. 

In order to prevent evasion of the sales tax through purchases out¬ 
side the taxing jurisdiction, state and local governments have imposed 
“compensatory use” taxes. These require payment of a tax on goods 
which are purchased outside the area if such goods are subject to the 
sales tax within the area. 

Types of Excise Taxes 

Dr. Johnson, the English lexicographer, defined the excise as a “hate¬ 
ful tax levied upon commodities ...” Modern dictionaries define it as 
“an inland tax levied on commodities of home production and consump¬ 
tion.” But the outcry that is often heard when a new excise tax, espe¬ 
cially on necessaries, such as sugar, is put into eflect inclines one to 
believe that Dr. Johnson’s definition is the more descriptive of the two. 
Despite this, however, many countries have found it necessary to make 
increasing use of this type of tax because of fiscal need. These taxes 
are levied upon a wide variety of commodities including gasoline, to¬ 
bacco, soft drinks, candy, ammunition, automobiles, motorcycles, liquor, 
sugar, textile fabrics, kerosene oil, matches, artificial silk, telephone 
calls, railw^ay tickets, amusements, and other commodities as well as 
“quasi-commodities.” 

A wide variety of excise taxes exists in the United States.^ Among 
the items covered by the manufacturers’ excise taxes (without reference 
to certain exceptions) there are; automobiles and parts and accessories; 
business and store machines; cameras and photographic equipment; elec¬ 
tric, gas, and oil appliances; firearms and supplies; gasoline, lubricating 
oils, matches; motorcycles; musical instruments, including phonographs 
and radios; refrigerators; sporting goods and equipment. Retail excise 
taxes of 10 per cent and 20 per cent on certain luxury items are also in 

* See John F. Due, “Federal Excise Taxation,’* Bulletin of the National Tax As- 
Bociation, December, 1947, pp. 67-69. 
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force. These cover cosmetics and toilet preparations, furs and fur 
articles, jewelry and similar items, and luggage. A wide variety of liquor 
t axes exists. Among the items covered are distilled spirits, wines, and beer. 
The tobacco tax includes tobacco and snuff, cigars, cigarettes, and ciga¬ 
rette paper and tubes. Admissions, dues, and initiation fees are taxed at 
20 per cent with minor exceptions. Numerous stamp taxes are in force. 
Among these are taxes on bond issues, bond transfers, tax issues, stock 
transfers, deeds, passenger taxes (outside United States, Canada, Mexico, 
Cuba, or Puerto Rico), playing cards, foreign insurance policies, and 
silver bullion. A few of the many miscellaneous taxes may be mentioned. 
These include bowling alleys, coin-operated amusements, electric energy, 
safe deposit boxes, communication facilities, traasportation services, 
sugar, oleomargarine, opium and marihuana, cotton futures, and mone¬ 
tary circulation other than on national banks. Even certain occupations 
are subjected to special excise taxes. These included manufacturers, 
wholesalers, and retailers in most cases and in a few instances professional 
persons are included. Among the items covered arc filled cheese, firearms, 
liquor, narcotics, marihuana, oleomargarine, and adulterated or processed 
or renovated butter. 

Shifting with Fixed Capacity 

When the plant capacity is taken as a fixed amount, the dealer is 
confronted with the problem of making the best of a plant capiicity con¬ 
structed to accommodate the volume of trade which existed before the 
tax was imposed. He may find it desirable to reduce his margin of profit 
per unit sold in order to maintain sales volume. In this way he may be 
able to make some contribution to the overhead costs connected with 
the plant. These considerations tend to reduce any tendency that might 
exist to shift the tax to the consumer. On the other hand, the dealer may 
find it convenient to accumulate inventories with a view to their later 
liquidation wdicn adjustments in the plant or in the tax take place. In so 
far as such considerations govern, there would be an increased tendency 
for some of the tax to be shifted to the consumer in the short run. A 
large part of the tax will undoubtedly rest on the dealer under most 
conditions. 

Pure and Perfect Competition 

Where we have a situation in which no producer has any effect on 
the price, each can sell all that he can produce at the market price, there 
is perfect mobility and no differentiation of product, price tends to equal 
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cost (including normal profit). Normal profit is a profit sufficiently high 
to induce all the firms in the industry to remain but not high enough to 
induce new firms to enter the industry. If the price is either above or 
below cost, there will be an ingress or egress of firms, as the case may be, 
tending to eliminate supernormal or subnormal profits and restoring the 
equality between prices and costs. These may be considered long-run 
developments. The immediate effect of the tax is a shift in the supply 
curve and a rise in price, as depicted in Fig. 16. The supply curve shifts 
from 55 to 5'5' to allow for the tax. The price rises from OP to OQ. It is 



QuanHty 

Fig. 16. Effect of the tax under conditions of pure and per¬ 
fect competition in the short run. 

assumed that the full amount of the tax is allowed for in the new supply 
curve. 

This does not mean, however, that the rise in price is equal to the 
tax. As the price rises there will ordinarily be a reduction in the amount 
demanded and thus a reduction in the amount produced. The upward 
slope of the supply curve indicates that suppliers will supply a smaller 
amount at a lower price. Hence the rise in price is less than the amount 
of the tax. In aU cases, when equilibrium is finally achieved, normal 
profits are earned. The amount produced and consumed is less and the 
price is higher than before the tax was imposed. Whether the price rise is 
greater than, less than, or equal to the tax depends on the nature of the 
supply and demand curves. Whether the total amount spent on the taxed 
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article is greater than, equal to, or less than before the tax was imposed 
depends upon whether the elasticity of demand is less than, equal to, or 
greater than unity, respectively. This process of attaining equilibrium 
may have involved the dropping out of some firms who could not afford 
the reduction in net price below P as indicated in Fig. 16. The amount 
supplied is reduced by NM whether through the reduction in output of 
existing firms or the dropping out of marginal firms. 

Monopoly 

Where we have only one producer of any product, without freedom 
of entry into the industry, it is generally (but not universally) true that 
the profit made is greater than normal. The prico charged is that indi¬ 
cated on the demand curve for the product, at the output which maxi¬ 
mizes the profit. The rise in cost occasioned by the tax will make it 
desirable for the monopolist to reconsider llie output with a view to 
continuing to maximize this profit. Since the marginal cost curve is 
raised by the tax and the marginal revenue curve is (assumed to be) 
downward sloping to the right, the intersection of the marginal revenue 
and marginal cost curves will be to the left of where it was previously. 
This means that tlie optimum output will be smaller than formerly and 
(since the average revenue, or price, curve is assumed to be downward 
sloping to the right) the price will be higher. 

Whellier this rise in price is greater than, less than, or equal to the 
tax depends on the relative slopes of the demand and cost curves and 
cannot be determined a priori,^ Total profits invariably must, however, 
be reduced, because otherwise it would have been profitable for the mo¬ 
nopolist to have acted previously as if a tax existed, whether or not it did. 
Output and consumption are also smaller than before. The change in the 
total amount spent on the purchase of this article will again depend upon 
the elasticity of demand. 

Monopolistic Competition 

The next case is that of “monopolistic competition,’’ a term that is 
variously interpreted and defined. We use it here to mean a large number 
of buyers and sellers, freedom of entry into the industry and differenti- 


• John F. Due “The Incidence of Retail Sales Taxes,” Balleiin of ike National Tax 
Association, Vol. 25, May, 1940, p. 227, however, claims that the price increase “would 
be much less than the full amount of the tax except under very unusual cost and/or 
demand conditions” [italics mine]. This is in contradiction to the conclusion reached 
above. 
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ated products. Each producer, although affected by the actions of pro¬ 
ducers of close substitutes, is governed solely by his own cost conditions 
and the demand for his product and does not take account of the reper¬ 
cussions of his competitors’ actions on his own demand and cost con¬ 
ditions. The result of an imposition of a sales tax is similar to that in 
the case of pure competition in that the whole change in cost (which is 
not necessarily the same as the amount of the tax, because of the vari¬ 
ation of cost-sans-tax with variations in output) tends to be passed on 
to the consumer. The freedom of entry tends to keep profits at normal. 
This is just a tendency^ however, because the imperfections in the market 
may be such as to have allowed profits to be above normal before the 
imposition of the tax. Then the analysis of the monopoly case applies. 

In short, we have the same type of results as in the monopoly case, 
but these results tend to be removed as the imperfections of the market 
are overcome. Prices are higher and consumption and output of the 
product arc less than before the tax was imposed; and the total outlay 
again depends on the elasticity of demand. 

Oligopoly 

The most common situation is that where the number of sellers is 
sufficiently small that each takes account of the actions and reactions of 
the others, where products may be differentiated, market imperfections 
of different sorts exist, and expectations vary. Again, terminology is not 
universal but we may apply the term “oligopoly” to this situation. Here 
the analysis becomes more complicated as there are more variables, to say 
nothing of imponderables. We must also take account of the peculiarities 
of retail pricing practice. Each competitor makes use of a “mark-up” 
by which he tries to cover: (1) all estimated costs, both direct and over¬ 
head; and (2) as much profit as he considers it “profitable” to include. 
Sometimes the mark-up is insufficient to cover all this; and sometimes, 
as in the case of “loss-leader” and of “dead” stock the mark-up may be 
negative. In considering the various decisions he has to make he must 
take account of possible reactions of his competitors, as well as the time 
taken for the reaction to be felt. 

When the sales tax is imposed, it cannot be assumed that the mark-up 
is immediately raised by the amount of the tax or something approxi¬ 
mating it. Aside from the “rigidifying” influences, to be considered later, 
conditions of demand may be such as to preclude the advisability of 
attempting to pass on all the tax. If the demand is highly elastic, for 
instance, a rise in price by the amount of the tax may reduce the total 
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outlay to such an extent that total profit is reduced more than if no 
effort were made to pass on the tax. It is not necessary for the seller to 
know what the demand curve for his product is; it is sufficient for him 
to believe, on balance of probabilities, that it is such that his profit 
would be reduced by a rise in price equal to the amount of the tax. 
That there is some increase in price we may generally be certain. 

Where the sales tax is a general one and each seller expects all others 
to do the same as he, it may be that the initial rise in price is actually 
equal to, or nearly equal to, the tax. This will be true particularly where 
the demand is relatively inelastic. A general sales tax which affects con¬ 
sumption as a whole would have these characteristics. If the price rise is 
great there would be a fall in sales volume and a resulting rise in over¬ 
head cost per unit. The rise in overhead cost per unit may prompt further 
price rises—even beyond the amount of the tax—where sellers are misled 
by the accounting cost. Unless the demand is very inelastic, however, 
it will be profitable to stop this process soon. Price will be higher and 
profits will be lower than before the tax was imposed. If, before the tax 
w^as imposed, the sellers had maximized their profit, then total profits 
would invariably be lower after the tax. Otherwise it would have been 
profitable for them to act as if a tax existed before even though none did. 
It is possible that the stimulus of the imposition of the tax results in a 
rise in both price and profit. In any case, with the price rise, there will 
be a reduction in number of units consumed. 

Price-cutters 

The fact that each seller assumes that all others will raise prices as a 
result of the tax does not mean that all will actually do so. It is possible 
that one or more of the sellers will see in the fact of the tax an oppor¬ 
tunity to gain an advantage over his competitors by failing to raise the 
price. In that case the demand curve for his product wdll shift to the 
right as soon as the customers of the other firms (which have raised 
prices as a result of the tax) become aware of his failure to raise prices. 
More will be paid for the same amount as before or he will sell more at 
the old price and, despite the fact that he is nominally “absorbing” the 
tax, his profits may be maintained or even increased. 

This is a short-lived situation, however, because his competitors will 
do the same as he as soon as he seriously affects their sales. If all or the 
major portion of the sellers decide to “cut” prices by failing to raise 
them as a result of the tax, then all the firms may be expected to reduce 
profits or increase losses. It may be expected that some firms will fail or 
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(less likely) enter a different line of business. It is possible, however, that 
the price-cutter is followed by his competitors in the process of price- 
cutting, and then by a general reversion to the traditional mark-up 
before any firms lose enough money to find it necessary to go into 
receivership. 

This entire process of price-cutting could, of course, have taken place 
without the tax, but the latter provides a very convenient and strategic 
occasion for the exercise of this process. As in so many other cases, the 
sales tax may validly be considered the cause of the resulting changes in 
the sense that it prompted these changes, which might have taken place 
anyway. Be that as it may, where price-cutting exists, less of the tax is 
shifted to the consumer for the time being at any rate and more of it is 
borne by the industry. 


Numerical Example I 

Assume that a 10 per cent sales tax is imposed. Prior to the imposition 
of the tax there will have been a certain demand for the various com¬ 
modities. This demand will express itself as a willingness on the part of 
the public to purchase various amounts of each commodity at various 
prices. These “prices” are the amounts paid by the public whether or 
not they are actually called “prices” by the sellers. There may be a 
basic price, a tax, a service charge and any number of other items 
entering into the amount paid by the customer. In the following analysis 
it is assumed that the relationship between the quantities wliich the 
customers are willing to buy and the total amounts which they are will¬ 
ing to pay (including any tax) does not change because of the tax. 

K before the tax was imposed the customers were willing to buy 
1000 units at $1 each or 900 units at $1.10 each, it is assumed that these 
figures remain unchanged after the tax is imposed. Suppose the price is 
actually $1 and customers are buying 1000 units. A tax of lOji per unit is 
imposed and the price is raised to $1.10. We then assume that the cus¬ 
tomers will buy only 900 units. 

Psychological Effects of the Tax 

There is a strong possibility that this assumption does not hold. The 
imposition of a sales tax applying to all or many commodities may change 
the demand. People may be willing to pay $1.10 and still purchase 1000 
units if they know that the lOfi represents a tax, especially if the lOji is 
added separately and does not appear on price tags or in advertising. 
This is a matter which deserves statistical investigation. 
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Numerical Example II 

The basic data for an analysis of the shifting and incidence of a sales 
tax are given in Table 19. The conditions are those of monopolistic com¬ 
petition or monopoly, where the individual firm can increase its sales only 
by a reduction in price. The first three columns provide the basic cost 
and market data. Column (1) shows the prices at wliich the amounts 
shown in column (2) will be purchased. Column (3) shows how much it 
would cost per unit to produce and sell the number of units shown in 

TahU 19 

Shiftinq of Sales Tax with Fixed Capacity 


Price 
{Includ¬ 
ing Any 
Tax) 
{Average 
Revenue) 

Quan¬ 

tity 

Pur¬ 

chased 

Cost 

Per 

Unit 

{Aver¬ 

age 

Cost) 

Total 

Sales 

Receipts 

Total 

Cost 

Total 

Profit 

10 

Per 

Cent 

Sales 

Tax 

Sales 

Receipts 

After 

Sales 

Tax 

Total 

Profit 

After 

Sales 

Tax 

(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

(9) 

$1.90 

100 

$2.00 

m 

$ 200 

$- 10 

$19 

$171 

$- 29 

1.80 

Mm 

1,80 

Bl 

360 

0 

36 

324 

- 36 

1.70 

mm 

1.60 

HI 

480 

30 

51 

459 

- 21 

1.60 

400 

1,40 

mm 

560 

80 

64 

576 

16 

1.50 

500 

1.33 

750 

665 

85 

75 


10 

1.40 

600 

1.30 

840 

780 

60 

84 

756 

- 24 

1.30 

700 

1.50 

910 

1050 

-140 

91 

819 

-231 


column (2). The total sales receipts in column (4) are obtained by multi¬ 
plying the items in column (1) by the items in column (2). The total 
cost figures in column (5) are obtained by multiplying the items in column 
(3) by the items in column (2). The total profit in column (6) is obtained 
by subtracting the items in column (5) from those in column (4). The 
tax figures in column (7) are obtained by taking 10 per cent of the sales 
figures in column (4). The net receipts figures in column (8) are obtained 
by subtracting the items in column (7) from those in column (4), The 
net profit figures in column (9) are obtained by subtracting the items in 
column (5) from those in column (8). 

In this particular numerical example it will be seen that the point of 
maximum profit is at a price of $1.50 before the tax is imposed and at a 
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price of $1.60 (including tax) after the tax is imposed. The seller made 
a total profit of $85 before the tax and makes a total profit of $16 after 
the tax. If he had not raised the price his total profit would have been 
only $10. By raising his price lOff (from $1.50 to $1.60), his sales drop 
from 500 units to 400. Total sales receipts fall from $750 to $640. Since 
these receipts are subject to a 10 per cent tax, the true fall is from $675 
to $576 after allowance for taxes. This means that the net receipts fall 
an amount of $99. Fortunately, total costs fall from $665 to $560, or $105. 
Thus the reduction in costs exceeds the reduction in net receipts by $6. 
This explains the rise in profit from $10 to $16 for the situation where 
the tax exists. 

It should be emphasized that this is only one example of the many 
that might have been selected. If the changes in price must be in discrete 
amounts, such as 5^^ or 10$^, it is quite possible that no change in price 
would occur as a result of the tax. 

Shifting with Variable Capacity 

In considering the possibility of shifting under conditions of variable 
capacity it is necessary to examine the effect which a sales tax may have 
on the determination of the size of plants. The tax will make some plants 
quite unprofitable—the marginal ones which were barely worthwhile 
before. Firms which previously were barely able to continue in produc¬ 
tion may drop out. It is likely, therefore, that the over-all supply will 
be reduced. Whether prices will rise as a result of the reduction in long- 
run supply will depend partly on the competitive conditions which pre¬ 
vail and the nature of long-run costs, i.e. increasing or decreasing or 
constant. This matter was discussed in the last chapter. 

The possibility of readjusting plant capacity to a reduced volume of 
sales makes less unprofitable, hence more likely, a higher price and thus 
a shifting of the tax. The extent of the adjustment and the length of the 
period required depend on such factors as length of contracts and the 
mobility of capital and labor generally. Such adjustments may, of course, 
never take place owing to continuous actual or expected changes in the 
rates or scope of the tax, to say nothing of other factors. There is no 
reason to expect, moreover, that any of the underlying factors affecting 
pure shifting, such as oligopoly elements, marketing practices, etc., are 
weakened by the tax in the long run. Ultimate changes in costs through 
means other than mere adjustment of plant occasioned directly by the 
tax are discussed in an analysis of indirect economic effects of the tax. 

242 



SALES AND EXCISE TAXATION 


Special Problems of Shifting 
Marketing Practices 

There are several marketing factors which affect the likelihood of the 
tax being passed on (through the taxed lines of the goods at any rate) 
and which may prevail in the cases of monopoly, monopolistic compe¬ 
tition, and oligopoly. One of these factors is the existence of customary 
prices, which very frequently cannot be altered without serious loss of 
revenue. If the customary price is maintained despite the tax (and if the 
tax is not shifted through other lines of goods in which the price is not 
so much a matter of custom) then loss and possibly an exodus of firms 
will result in the case of pure and monopolistic competition, while profits 
will be reduced in the case of monopoly and oligopoly. It is conceivable 
that in the latter two cases the reduction in profit will go to the point 
where there, too, some firms will go into receivership. The same sort of 
situation aiises where we have grouping into price lines, such as $2.95, 
$3.95, etc. It may be inconvenient or otherwise undesirable to change the 
grouping or “jump” the commodities by a whole price group. 

Where we have resale price maintenance, whether of the strict con¬ 
tractual variety, on the one hand, or the more subtle “suggested price” 
variety, on the other, the likelihood and immediacy of the increase in 
price are enhanced. The manufacturer will most likely take account of the 
tax in the price he sets, since all the dealers must act together. On the 
other hand, it is not likely that the manufacturer in setting the new price 
will take account of the rise in overhead cost per unit resulting from the 
fall in sales volume resulting from the price rise. This is entirely aside 
from the question whether the demand situation is such as to make such 
an additional price rise (let alone the original price rise) desirable. The 
stronger the dealer group, the more likely that account will be taken of 
changes in cost other than tax. Where we have a legal or semilegal con¬ 
trol of price on some sort of “cost-plus” basis, it is more likely that the 
increase in price will take account of all changes in cost. As has been fre¬ 
quently stressed above, an extreme elasticity of demand may, of course, 
prevent or make short-lived an increase in price. 

Selective Sales Taxes 

The analysis is modified somewhat in the case where we have a 
selective sales tax. Here it is necessary to counter the generally held 
impression that these taxes are passed on to the consumer in their 
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entirety.^ Where we have widespread exemptions, as of necessities like 
foodstuffs, it is necessary to take account of shifts both of demand and 
of price increases from the taxed to the untaxed fields. Any attempts to 
raise prices of the taxed goods will tend to shift demand to untaxed sub¬ 
stitutes, if any. This will tend to raise prices in the latter. A dealer selling 
both taxed and untaxed articles (whether in the same or different stores) 
will attempt to shift part of the tax through the untaxed articles, par¬ 
ticularly where these have the more inelastic demand of the two. Dealers 
handling only the taxed items will, however, suffer difficulties in shifting 
if reasonably close substitutes exist in untaxed items. 

Interregional Shifting 

The same sort of considerations apply where some municipalities or 
states have a sales tax and others do not. Chain stores, particularly, 
having establishments in both taxed and untaxed regions will tend to 
shift the tax from the taxed to the untaxed regions; or from taxed regions 
where the demand is more elastic to taxed regions where demand is less 
elastic. This tendency is promoted by the fact that consumers will tend 
to purchase in untaxed regions, thus reducing the elasticity of demand 
there by shifting their demand curve to the right and thus increasing 
the elasticity of demand by shifting it to the left in the taxed regions. 
Likewise shifts will take place between markets where customary and 
administrative prices exist, to places where they do not. The existence 
of use taxes and similar expedients, however, diminishes these tendencies 
on the part of the consumer. The significance of these considerations 
depends on the relative importance of price and non-price factors in 
determining the amount demanded. 

Separate Charge Provision 

Separate charging probably tends to facilitate shifting as it lessens 
consumer resistance to the payment of the tax. The consumer knows 
that the dealer is required to pass on the tax. The demand curve may be 
shifted to the right thereby. In the case of pure competition, the exodus 
of firms and a rise in price equal to the change in cost (through a change 
in output as well as through the tax) still takes place in so far as the 
demand curve does not shift enough to absorb the separate charge with¬ 
out affecting the firm. Likewise in the case of monopoly the quoted price 

* Cf. National Industrial Conference Board, Sales Taxes: General, Selective, and 
Retail (New York: National Industrial Conference Board, 1932), p. 56: “There ap¬ 
pears to be a general impression that selective sales taxes are borne by the consumer.*’ 
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(i.e. price-ex-tax) is adjusted to take account of the fact that the most 
profitable pricc-cum-tax includes a fixed item, the tax. If, as is generally 
the case, the most profitable pricc-cum-tax is greater than the old price 
by an amount less than the tax, then the quoted price (i.e. the price- 
ex-tax) must be reduced. A combination of the above conditions applies 
in the case of monopolistic competition. In the case of oligopoly, how¬ 
ever, the shifting of the tax is greatly facilitated, since all dealers have 
more rt^ason than ever to believe that the new price-cum-tax will be* 
great(ir than the old price by the amount of the tax. The quoted price 
(pricc-ex-tax) may then r(^main unchanged. 

Separate charging encourages the shifting of the tax even where 
customary and grouped prices exist since tlie customary price quoted 
remains unchanged. Resale price maintenance and legal price controls 
also stand in the way of shifting less than they did ever before. On the 
other hand, if the amount paid by the consumer is raised and the sales 
drop off, the overhead cost per unit will rise. A rise in price may then be 
considenid necessary by the sellers. But since the tax is “passed on” and 
paid separately, such a rise in base price may be hard to defeiid. 

The above analysis holds only where the demand curve r(*jnains un¬ 
changed or shifts only slightly as a result of the separate cliarging pro¬ 
vision. It is assumed that “consumer resistance” expresses itself in 
factors other than the demand curve, e.g. merely objecting to the pay¬ 
ment of the tax. It is extremely likely, however, that separate cliarging 
actually shifts the demand curve substantially to the right, the consumer 
regarding the tax at least in part as something extraneous to the article 
purchased. In that case the price-cum-tax is higher with separate charg¬ 
ing than without. This increases the incidence on the consumer and 
diminishes it on the dealer. If the shift is exactly sufficient to take ac¬ 
count of the tax, then none of the incidence is on the dealer. 

Additional Forward Shifting 

Hitherto we have analyzed the forward shifting from the dealer to 
the consumer (or, in the case of a general sales or turnover tax, from one 
dealer to another, and ultimately to the consumer). In order to gain a 
fuller idea of the incidence of the sales tax w^e must study further the 
forw ard shifting in the direction of sale—as well as the backward shift¬ 
ing in the direction of purchase. 

When all or part of the sales tax is shifted to the consumer we cannot 
assume that it rests there. The consumer also sells a commodity—his 
labor-power—through which he can attempt to shift the tax. This factor 
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is important especially in the low income groups or in highly organized 
union workers.® Where unions attempt to keep wages on a par witli the 
cost of living, it means that any change in cost of living caused by the 
sales tax will be shifted forward to the manufacturer—and so on again 
to the dealer, etc. For this purpose the household must be considered 
as a unit and any tax that reaches the housewife or the child must be 
considered to be shifted totally or partially through the breadwinner in 
the family. No forwai'd shifting can take place, however, in the case 
where the sales tax is shifted to a recipient of annuities, pensions, and 
relief, and to a person living off his savings, since these people do not 
sell anything. This statement holds unless, of course, we wish to consider 
political pressure for higher pensions and relief as part of the shifting 
process. 

Backward Shifting 

Backward shifting—shifting in the direction of purchase—must also 
be considered. Where a general sales tax affects the consumer’s budget 
unevenly there will be a tendency to shift the tax from some of his pur¬ 
chases to another. As an example, where separate charging and customary 
prices exist in one line of consumption, the consumer may find it neces¬ 
sary to pay most of the tax; but he may find it possible to shift some of 
the tax in directions where customary prices do not exist, l^ikcwise, where 
the sales tax is selective there will be a tendency on the part of the con¬ 
sumer to shift some of the tax from the taxed to the untaxed lines. The 
same sort of process takes place in the backward shifting from one dealer 
to another. 

Dynamic Factors 

The possibility of shifting the sales tax will be greatly affected by the 
course of the business cycle and, in general, by fluctuations in prices and 
expectations. During periods of prosperity price advances to take account 
of the tax can be made more readily than during times of depression and 
price reaction. In the latter case it is most likely that the dealer will 
absorb the sales tax, thus reducing his profits or increasing his losses. 
French experience, for instance, confirms the view that the general sales 
tax is sliifted to consumers in times of prosperity.® In the United States, 
moreover, a survey of about 30,000 retailers, made in the summer of 1933 
in three states in which sales taxes existed, showed that the dealers 

® Carl F. Wehrwein, “Taxes and the Consumer,” American Economic Review^ 
Vol. 28, March, 1938, pp. 92-99, especially p. 99. 

® National Industrial Conference Board, Sales Taxes^ p. 35, 
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absorbed the tax, at least after waiting the first few months.^ This may 
be true generally of periods of sharply rising and falling prices. During 
the German inflation, for instance, the sales tax was completely over¬ 
shadowed by the tremendous price rise.® 

Shifting and Incidence of Excise Taxation 

The analysis of tlic shifting and incidence of excise taxes, as well as 
the conclusions obtained, is essentially the same as in the case of sales 
taxes with one or two modifications in particular instances. Types of 
excises may be broken up into two parte for this purpose. Those on 
amusements, e.g. theater entertainment, are essentially a retail sales tax 
with separate charging prescribed. Those on cigarettes are more like a 
manufacturer’s sales tax without separate charging at the retail end. 

Again the theory underlying the imposition of the tax is almost uni¬ 
versally that its burden is borne by the consumer. Actually we cannot 
determine the incidence of the tax until w e take account of the elasticity 
of demand, the possibility of employing substitutes, the ease with which 
the consumer may be induced to use a slightly inferior article, the height 
to the tax, the ratio of product to cost, and the existence of monopoly.® 

The question of the existence of monopoly or competition is the most 
interesting and perhaps the most important of these conditions. Under 
purely competitive conditions the result obtained in the long run depends 
on whether the commodities are produced under conditions of constant, 
increasing, or diminishing costs as in the case of sales taxes. In the case 
of out-and-out monopolies, again the same type of analysis holds.^® As 
shown in the case of the sales tax, however, the answer depends to a great 
degree on the extent to which the monopolist has fully exploited his 
position before the imposition of the tax. Some backward shifting may 
also take place in the case of excise taxation. For instance, a tax on 
theater^^ admissions may be shifted partly to the movie producers in the 
form of lower rentals for the films used. 

The monopoly analysis applies most particularly in the case of taxes 

^ Carl S. Shoup, The Sales Tax in the American Slates, pp. 104r-5 (New York: 
Columbia University Press, 1934). 

® E. L. Hargreaves, “Some Fiscal Experiments on the Continent,” Lloyds Bank 
Limited, Monthly Review, June, 1932. 

® See E. R. A. Scligman, The Shifting and Incidence of Taxation, p. 372 (New 
York: Columbia University I^ess, 1921). 

H. G. Brown, The Economics of Taxation, pp. 59-61, 73-78, 86-94, 134 (New 
York: Henry Holt and Co., 1924). 

“ See George E. Lent, “The Admissions Tax,” National Tax Journal, Vol. 1, 
March, 1948, pp. 4(1-42. 
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on communication and transportation where monopolies predominate. 
At this point Bastable argues that if the rates had previously been placed 
at the point of maximum monopoly profit the tax would not be shifted. 
This leaves out of account the fact that either the cost or revenue curve 
may be considered to be affected by the tax. This makes the most profit¬ 
able price and output generally different from those which existed before 
the imposition of the tax. There are some peculiai* instances which upset 
any general statements, e.g. the case cited by Seligrnan where a tax im¬ 
posed on telephone messages in 1898 was the occasion though not the 
cause of a fall in price to avoid the tax.^^ 

Where a certain amount of monopoly exists on both sides, a “theory 
of bargaining” applies. As Shirras says, “Speaking generally, we may 
say that producers shift as far as possible the tax on to consumers by 
reducing supply, and consumers sliift the tax on to producers by reducing 
their demand. The success of either party depends on their relative 
strength to carry this w ith the least loss.”^^ Finally, we must again take 
account of dynamic factors. As Professor Comstock has pointed out, 
while an excise is easily passed on by business during a period of rising 
prices, this is difficult dining a period of falling prices, “in which case 
business in a period of oncoming depression suffers an additional handi¬ 
cap.”^® As in the case of tlie sales tax, moreover, a separate charging 
provision may materially affect the likelihood of shifting. Even if there 
is no legal provision for “passing on the tax” this process may acquire 
court sanction.^® 

Conclusions on Shifting and Incidence of Sales and Excise 

Taxes 

This analysis leads us to the general conclusion that there is some 
tendency for sales and excise taxes to be shifted to the (onsumer, but 
that this tendency varies in stnmgth, depending upon a number of cir¬ 
cumstances which may be specified.The tendency is greater the more 

C. F. Bastable, Public Finance, p. 577 (New York: The Macmillan Co., 1905). 

Seligrnan, op ciL, p. 380. 

G. F. Shirras, The Science of Public Finance, p. 190 (Ix)ndon: Macmillan and Co., 
Ltd., 1925). [Used by permissioh of The Macmillan Company.] 

A. Comstock, “Excises in Modern Times,** Annals of the American Academy of 
Political and Social Science, January, 1936, p. 113. 

See, for instance, Marvel Stockwell, “ Motor-Vehich? Fuels Taxes in California,’* 
Bulletin of the National Tax Association, Vol. 32, January, 1917, p. 103. 

For a rigorous demonstration that output vari<^s invcrsr^ly with sales and excise 
taxes under the usual assumptions, see Paul A. Saniuelsoii, Foundafiom of Economic 
Analysis, pp. 14r-16, 39-41 (Cambridge: Harvard University Press, 1917 ). 
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nearly perfect the competition, the less elastic the demand for the com¬ 
modity or commodities as a whole, the fewer the number of price-cutters, 
tlie less the strenglli of customary factors and price groups, the stronger 
the resale price maintenance and legal and semi-legal control, the fewer 
the mimbcr of exempt ions, the greater the number of regions affected, t he 
more strictly the separate charge provision is employed, the greater the 
concurrent general rise (or the smaller the general fall) in prices, and 
the longer the period considered. There are several minor qualifications 
to thcs(*, general conclusions, particularly where the fact of the sales or 
('xcise tax prompts a price rise which would have been profitable anyway. 

We liave found that there may be forward shifting from manufac¬ 
turer to d(‘al(T to (consumer; and, where the consumer is a worker, there 
iiiay be forward shifting to the manufacturer again. We may also have 
backward shifting from consumer to dealer to manufacturer to worker 
((otisumer). Do(^s this mean that the sales or excise tax is “diffused,” 
everyone pays part of it, and a detailed technical analysis is superfluous? 
Emphatically not. The double circle described above is by no means 
v uaous. The possibility of complete and endless shifting in both directions 
does exist, it is true. But it is important to consider the institutional 
factors surrounding any particular sales tax to see where the circle is 
br()k(*n OI-, at least, attenuated, and where lit lh^ pockets or bulges appear. 

T\u^, existence of trade unions adjusting wag(‘s to cost of living, cus¬ 
tomary or administrative control of prices, nonlaboring income receivers, 
cyclical Ihuffuations, and many other factors discussed above, all deter¬ 
mine the degree to whicli, and the points where parts of the tax move 
slowly or even rest permanently. The “vicious circlists” are unneces¬ 
sarily defeatist in tlieir attitude. Not only does part of the tax actually 
rest at various points, but even if it does not, the very fact that the tax 
passes through a point and efforts of various degrees of intensity are 
made to shift it has, in itself, important economic consequences. The 
fact that shifting theory cannot say exactly how much of a tax wall rest 
at any point, and for how long, docs not make such theory useless. It 
would b(i very desirable to have quantitative estimates but they are not 
indispensable. 

Economic Effects of the Sales Tax 

The preceding sections of this chapter have dealt with the narrow 
question of specifying under what conditions the sales tax would tend to 
be shifted to the consumer and under what conditions it would tend to be 
absorbed by the dealer. We now pass to the broader question of the effect 
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which this shifting, or lack of shifting, as the case may be, has upon the 
economic system as a whole. The effects may be expressed in terms of 
consumption and economic welfare, production and enterprise, employ¬ 
ment and national income, saving and capital formation, distribution of 
income, business fluctuations, and economic progress. 

Our purpose is to provide a framework within which any particular 
sales tax can be evaluated as to its direct and indirect economic effects. 
We do not expect to draw any conclusions which are universally true. 
On the basis of the criteria set up earlier it is possible to decide whether 
any particular tax imposed under known and specified conditions is such 
that tlicre tends to be shifting, and, if so, roughly to what extent and in 
what period of time. This information may then be used as a basis for a 
consideration of the broader effects. 

CoNSUMP'nON AND WELFARE 

Where the price to the consumer rises as a result of the tax, several 
possibilities are open to him: he may reduce his consumption of tlie taxed 
commodities; he may maintain the consumption of the taxed commodities 
but reduce the consumption of others; he may reduce and redistribute 
the consumption of all commodities, in money value, possibly maintain¬ 
ing the physical volume of consumption (in some sense) by passing to 
inferior substitutes; he may maintain his real consumption by drawing 
on savings or borrowing money; or some combination of these. Since the 
sales tax, in so far as it is shifted, is regressive and affects the mass of 
the population,^® it is reasonable to believe that the money value of 
consumption is not actually maintained, particularly where there is no 
exemption of staples. There would likely be a diminulion in real con¬ 
sumption. The long-run effects of this might be a tendency to a deterio¬ 
ration and even reduction in the size of the population if the tax cuts 
into the minimum of subsistence.^® The effects of spending the tax money 
are not considered here. 

A few of the studies which lead to this conclusion may be cited. The Conference 
Board has concluded that the tax, in so far as it is shifted, bears with “greater weight 
on persons with small incomes and largo families than it does on those with large 
incomes and small families.” National Industrial Conference Boards “Sales Taxes; 
General, Selective, Retail, 1932,” pp. 45, 69. Similar statements are also made in 
N.I.C.B., “General Sales or Turnover Taxation,” pp. 154, 159; Buehler, “General 
Sales Taxation” (1932), pp. 125,126, 127, 251; and Hargreaves, “Some Fiscal Experi¬ 
ments on the Continent,” Lloyds Bank Limited, Monthly Review (June, 1932), pp. 
252, 255; Groves, op. ciL, p. 288; Public Policy Pamphlet, No. 1, “Balancing the 
Budget: Federal Fiscal Policy During Depression” (Jan. 16,1933), p. 20. 

*®Soe A. G. Buehler, General Sales Taxation (1932), pp. 250-51. 
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Some of the effects of the tax on economic welfare are suggested in 
the last paragraph. There are more complicated aspects which are not 
considered. We cannot here discuss the welfare problem resulting from 
the consideration that the sales tax “ignores the fact that the marginal 
utility of the rich man’s dollars is lower than the marginal utility of the 
poor man’s dollms.”^^ Tliis brings up a difficult economic question which 
cannot be considered adequately here. Nor can >ve consider the politicjal 
question arising from the fact that the sales tax is sometimes collected 
silently. Some believe that “if citizens who pay taxes only indirectly 
througli higher prices were called upon to pay a direct tax, even though 
small, they would in time learn to associate higher cost of government 
with heavier tax burden and would make this conviction felt at the polls 
when a question of approving additional expenditures was before the 
community.Separate charging, where used, has not been completely 
successful in overcoming this defect. 

Production and Enterprise 

h]\('n where the tax is nominally shifted to the consumer, the dealer 
suffers through the fall in volume of sales, with its almost necessary con¬ 
comitants, fall in profits (or even the appearance of a loss), in produc¬ 
tion, and in employment.^^ If, as discussed above, the consuriKT-wurkcr 
can shift the tax again—to the employer—the effect is that of any in¬ 
crease in cost. Where the price does not rise and the tax is absorbed by 
the dealer, the rate of profit is reduced, with the resulting damper on 
initiative and risk-taking. Where the shifting is incomplete or is not 
general, business is affected in an uncertain and arbitrary manner. Firms 
operating on a small margin of profit per unit sold are much more seriously 
affected than firms operating on a large margin of profit per sale. As both 
incompetent and competent firms pay the tax, there is a natural weeding 
out tendency (directed against the “marginal sellers”) as a result of the 


Ibid., p. 250. See A. P. I^»rner, Economics of Control, Chapter 3. 

National Industrial Conference Board, Sales Taxes: General, Selective, Retail 
(1932), p. 69. 

C. Shoup, “The Sales Tax,” Annals of the American Academy (January, 1936), 
p. 107. 

** Contrast: “ I have been happy to see states and communities rely more and more 
upon sales taxes. These taxes are geared tx> the production of goods and services and 
give a direct measure in the purchase price of the cost of government. Even in a de¬ 
pression they are not a disc-ouragement to production, which means employment.” 
W. L. Hearne (U. S. Steel Corp.), “Ad Valorem Taxes and the Steel Industry,” Pro- 
ceedings of the National Tax Association, 1947, p. 280. 
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tax.®^ Moreover, in the case of the general sales or turnover tax, there is 
an undoubted incentive toward integration and direct marketing because 
of pyramiding to reduce the number of times the tax is paid. This affects 
the competitive set-up and promotes monopolies. On the other hand, 
where there are a few selective sales taxes the resultant shifts in demand 
are injurious to business, on the whole. 

Even before the sales tax actually goes into effect it has important 
effects on business, as consumers tend to make excessive purchases in 
order to avoid the tax. This was amply demonstrated in England before 
a new purchase tax went into effect in 1940.^^ The exislctice of differenc(\s 
in the degree of integration in different iudustjies accentuates this effect 
in the case where we have a general turnover tax, since the greater the 
degree of integration the fewer the number of times the tax has to be paid. 

Employment and National Income 

Traditional economic theory tells us that the diminished employment 
resulting from the decline in construc^tion and capital formation would 
reduce wages and that the diminished demand for capital would lower 
the rate of interest until the profit rate and the incentive to invest were 
revived. In this way investment, production, and employment generally 
would be restored to their former level. In that case producers’ and 
dealers’ profit margins fall, price reductions take, place, and the monetary 
burden of the tax is borne by the receivers of income; and the sales tax 
becomes a tax on incomes.-’® The above conclusion is modified by the 
possibility that the fall in wages and interest might reduce the supply of 
labor and capital so that output and the real amount of goods available 

A member of the Department of National Revenue, Canada, has claimed as one 
reason why the manufacturer’s sales tax was developed rather than other types of 
taxes is that both competent and incompetent firms have to pay the tax, while, in the 
case of income taxes, only the competent pay. See National Industrial Conference 
Board, Sales Taxes: General, Selective, Retail (1932), pp. 8-10. 

The following newspaper item illustrates the point: 

Today was a busy ono for London shopkeepers and except for the wrecked buildings seen everywhere 
one never would have guessed that this city had been under almost constant bombardment for six solid 
weeks. It looked more like the peok of the Christmas buying season. 

There were several reasons for this. One is that the purchase tax, by whicli Chancellor of the 
Exchequer Sir Kingsley Wood expecla to raise £110,000,000 in a year, goes on nearly everything Monday 
except babies’ clothes, foodstuffs, tobacco, liquor and other articles already heavily taxed {New York 
Times, October 20, 1940, p. 41). 

A fuller description of the tax appears in the New York Times, October 21, 1940, 
p. 4. 

See H. G. Brown, “The Incidence of a General Output or a General Sales 
Tax,” Journal of Political Economy, Vol. 47, April 1939, pp. 254^262; “A Correction,” 
June, 1939, pp. 418-20. 
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for consumption do not return to their former level. Thus consumers and 
income-receivers share the burden of the tax. These two groups are 
virtually identical for most purposes but this fact does not lessen the 
importance of the distinction for the present purpose. In the case of any 
particular sales tax some individuals may find it more difficult to shift 
the tax burden as consumers (e.g. in their purchases of goods) than as 
income-receivers (e.g. as purchasers of bonds). In the case of a state sales 
tax the fall in interest and wages would be checked by the flow of capital 
and labor from the state. The consumers of the sales tax state would lose 
while those of the other would gain. 

Such ideas do not apply to the world as we know^ it. The day of 
flexible wage rates and interest rates is over. Trade unions prevent an 
automatic adjustment of money wages to the number of unemployed;^^ 
and even if the money wage could be adjusted it is doubtful whether the 
real wage would fall and employment rise, except possibly through an 
independent change in the rate of interest. 

The rate of interest is determined by the demand and supply of 
loanable funds as a whole (or by the demand and supply of money as a 
whole), hence we must look beyond merely the diminished demand for 
capital to see whether the rate of interest will fall. Although the demand 
for money for transaction purposes and for financing investment will be 
diminished, the resulting fall in the rate of interest will not be sufficient 
to restore the incentive to invest, capital formation and employment to 
their original level. Thus the traditional (conclusions regarding the effects 
(^f sales tax(cs based on an outmoded theory of pure competition and the 
belief that “all savings are invested and all investment comes from 
savings” must be modified. The sales tax has a tendency to reduce em¬ 
ployment and national income; and there is no automatic corrective to 
this. Those who lose employment bear the “burden” of the tax together 
with the consumers and without any particular gain to anyone. However, 
some fall in wages and interest costs may take place and if it does the 
untaxed fields will benefit as well as the taxed. 

Savings and Capital Formation 
In those cases where consumption is maintained only through the 
process of individual dissaving or of borrowing, we would find a decline 

For the implications of this see J. M. Keynes, The General Theory of Employ¬ 
ment, Interest and Money, Chapter 39 (New York: Harcourt, Brace and Co., 1936). 

** For the complicated nature of this relationship, see William Fellner, Monetary 
Policies and Full Employment, Chapter 5 (Berkeley: University of California Press, 
1946). 
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in individual savings in the community. Where profits are reduced 
through the absorption of the tax or through the fall in the volume of 
sales, there would also be a tendency for individual and corporate savings 
to be reduced. In general tlie non-worker groups supply a substantial 
portion of the savings of the economy. These reductions in individual 
savings do not, however, necessarily mean that the formation of capital 
is reduced. Under prevailing monetary and banking conditions capital 
formation need not wait upon the voluntary saving of individuals and 
corporations: forced savings through credit expansion will be quite as 
effective. The question is, however, whether the demand for capital is 
affected, granted that the supply of capital (through forced saving) is 
potentially as great as ever. Here we must refer to the conclusions noted 
above, that the rate of profit is reduced, and consumption is curtailed. 
Thus the derived demand for investment goods and thus the incentive to 
make the investment are reduced with the resultant decline in capital 
formation, i.e. social saving. 

DiSTRmUTION OF INCOME 

The above analysis leads to the conclusion that national income as a 
whole tends to be reduced as a result of a sales tax (leaving out of ac¬ 
count the expenditure of the tax money). We now turn to the question 
how the distribution of that income is aflected. Even though the tax is 
regressive when it is shifted, we cannot conclude from this alone that a 
redistribution of income takes place in favor of the higher-income groups. 
Profits also tend to be affected, regardless of whether or not the tax is 
shifted, hence both the higher and the lower income groups have their 
income reduced. In the long run, however, there is a greater possibility 
of appropriate adjustments on the part of businessmen. The tendency to 
a greater inequality in distribution of income may then manifest itself. 
All in all, however, we cannot say that the sales tax generally upsets the 
prevailing distribution of income seriously one way or another. The in¬ 
come distributed is, however, smaller—for both the higher and the lower 
income groups. 


Business Fluctuations 

The shifting of the sales tax is facilitated in times of prosperity and is 
made more difficult in times of depression. This was pointed out in the 
discussion of tax shifting. The result is that profits are not seriously 
affected in times of prosperity but losses are increased in times of de¬ 
pression. Hence we may conclude that the downturn is accentuated and 
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the depression is made more severe as a result of the sales tax but that 
the upturn and prosperity phases are not substantially affected and cer¬ 
tainly not accentuated. We may therefore conclude that this aspect of 
the effects of the sales tax tends to accentuate depressionss in business 
activity. It is also reasonable to suppose that the necessity of including 
the sales tax in the price prolongs the depression in that it makes it more 
difficult to begin the upward phase of the cycle. The fact that the sales 
tax must be paid in both good times and bad is, ironically enough, one 
of the main advantages claimed for the tax, since this results in stability 
of yield.2® 


Economic Progress 

The sales tax tends to reduce initiative because the profit rate is 
reduced, thus discouraging risk-taking, and also because in initiating a 
line of business activity there is uncertainty as to whether or not it will 
be possible to pass on the tax. Although these factors in themselves may 
not have tJic effect of preventing new enterprises and industries, they do 
tend to have a deterrent efiect. This would aggravate the effec ts of any 
stagnationist tendencies that may exist in the economy. Added to this 
the fact that the physical wealth of the (ommunify tends to be diminished 
because of the deterrent influence of capital formation, we can say that 
the cflects of the sales tax are such that we cannot recommend the tax 
to posterity with equanimity. 

Effects of Excise Taxes 

Wliat has been said about, economic effects of sales taxes applies in 
general to excises. These taxes are usually imposed upon luxuries but 
affect the working groups and reduce their consumption. Professor Corn- 
stock has stated that “a laboring man may find that he cannot smoke 
as often as he used because the price of his cigarettes is approximately 
double what it would be without the tax.”^^^ Lord Stamp has claimed 
that the poor man does not get as much for his money as does the rich 
man, relatively speaking, and that the imposition of the excise tax ag¬ 
gravates the discrepancy.*^ 

On this point see National Industrial Conference Board, Sales Taxes: General, 
Selective, Mail (1932), pp. 8-10, 12. 

A. Comstock, “Excisfjs in Modern Times,” Annals of the American Academy 
(January, 1936), p. 113. Cf. R. and O. Blakey, “Cigariilte and Other Tobacco Taxes,” 
Taxes, Vol. 20, September, 1942, pp. 537-49. 

Sir J. Stamp, The Fundamental Principles of Taxation (1920), p. 68. 
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Non-payment of the Tax 

In considering the actual welfare effect of excise taxes we should look 
not only at those who pay the tax but perhaps even more at those who 
do not pay it. On this point Brown makes a significant comment. He 
says, “those who are, by a tax, kept from purchasing what they need or 
desire and are so induced to purchase instead other goods wliich less 
satisfactorily meet their requirements, may properly be regarded as losing 
something . . . What they lose the government does not gain. Here, so 
far as the community as a whole is concerned, there is a net loss of 
utilities.”^^ Along the same lines Seligman says, “In some cases, those 
who do not pay the tax because their consumption is cut off may suffer 
more than those who continue to purchase the commodity. In other 
cases the loss in the consumer’s surplus may be very easily compen¬ 
sated.’’®^ Such interpersonal comparisons of utility are dangerous to 
make. Even the ingenuity of the “new” welfare economics does not pro¬ 
vide a general way to handle the problem.®^ There is, nevertheless, a loss of 
individual utility in that excises distort consumer choice as compared 
with the same amount of revenue obtained through income taxes.®® 

Over-all Effects 

Turning to over-all economic effects, it is reasonable to conclude that 
the decline of consumption has an adverse effect on production, enter¬ 
prise, and employment. Its effect on savings is negligible; it has an un¬ 
important effejct on distribution of income; it accentuates depressions and 
tends to retard economic progress and reduces economic welfare. 

Offsetting Factors 

There are a few offsetting factors to be noted. In some cases, as in 
that of the tax on liquor, one of the purposes is, ostensibly, a moral one. 
Moreover, the question of yield cannot be neglected, especially in war¬ 
time when the Treasury is faced with an enormous fiscal problem. 
Bastable has stated that it is “one of the earliest observations in finance 
that taxation on the expenditure of the working classes will yield much 

H. G. Brown, The Economics of Taxation (1924), p. 94. 

** E. R. A. Seligman, The Shifting and Incidence of Taxation^ p. 373 (New York: 
Columbia University Press, 1921), 

®*See Melvin W. Reder, Studies in the Theory of Welfare Economics (New York: 
Columbia University Press, 1947). 

** See H. Hotelling, “The General Welfare in R(‘lulion to the Problems of Taxation 
and of Railway Rates,** Economeiricay Vol. 6, July, 1938, pp. 242-69, 
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better results than that which is placed on the apparently more profitable 
outlay of the comparatively few rich persons.”®® In some cases, more¬ 
over, the revenues may be definitely earmarked for an important purpose 
such as road construction or education. 

Painlessness 

One further important consideration must be taken into account in 
evaluating tlie excise tax. In the case of the tax on amusements, separate 
charging usually prevails so tliat the consumer is conscious that he is 
paying the tax. For several commodities there usually is an indication in 
the form of a stamp that a tax has been paid. In many cases, however, 
tlie excise tax may be considered “painless” in that the buyer is not 
acutely conscious of paying it. This gives us at one and the same time a 
possible explanation of the widespread use of excises and also an indi¬ 
cation of their main political defect. As Professor Brown says, “Perhaps 
a principal reason for the widespread and long continued use of com¬ 
modity taxes is the fact that the general public who, as consumers, are 
ordinarily supposed by economisfs to pay such taxes in higher prices of 
goods purchased, are not acutely conscious of paying.”®^ 


CONCLXTSIONS ON EFFECTS OF ExCISES 

The Jibove discussion of excise taxes suggests that their use is wide¬ 
spread and the revenue derived from them is of great importance in 
governmental budgets; that the incidence of the taxes is partly, at least, 
on the consumer; that from the administrative point of view there is 
something to be said in their favor; and that from the point of view of 
the consumer who pays (and even the consumer who does not pay) the 
taxes and from the point of view^ of the welfare of society at large, there 
is much to be said against them. 

Conclusions on Sales and Excise Taxes 

No general conclusions can be given to fit every possible sales and 
excise tax under all circumstances. We can say what incidence and effects 
can be expected from such a specified sales or excise tax under stated 
conditions. Moreover, we are here concerned only with tendencies which 
usually manifest theniselves in an important manner only when accom- 


** C. F. Bastable, Public Finance, 1927, pp. 50^7. [Used by permission of the Mno- 
rnillan Company.] 

H. G. Brown, The Economics of Taxation^ p. 53 (New York: Henry Holt and Co., 
1924). 
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panied by other factors working in the same direction. Non-tax factors 
can work in the opposite direction and obscure the results. Under most 
conditions there is some tendency for sales and excise taxes to be shifted 
to the consumers. This will generally reduce consumption, production, 
capital formation, and both labor and non-labor income. There is not 
much effect on the distribution of income but some tendency to accentu¬ 
ate business fluctuations and a slight tendency to retard economic prog¬ 
ress do exist. It must be emphasized and repeated, however, that any 
such summary statement of conclusions can be considered only as a 
starting-point or “first approximation” for an actual case—and as such 
should be helpful rather than misleading. 
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Other Taxes: Property, Payroll, Excess 
Profits, Undistributed Profits, Estate, 

Poll, Processing, Import, and 
Capital Stock Taxes 

p - .. - - - .. -a e- —a 

The preceding chapters deal with only a few of the many taxes which 
are in force today. To give an equal amount of attcnition to all other 
taxes would involve us in loo large an undertaking. The present chapter 
discusses some of the major aspects of the most important taxes which 
have not yet been considered. 

PROPEHTY TAXES 

The property tax has the distinctive feature of being the least equita¬ 
bly administered of all taxes. The property involved is “assessed” at a 
certain amount which is usually supposed to represent the true value in 
some sense. The tax rate is set at a given number of dollars per thousand 
dollars of assessed value. For instance, the a^ssessed value of a piece of 
property may be $6000 and the rate $30 per $1000, making the total tax 
liability $180. 

The difficulty arises in deciding on the proper amount to set as the 
assessment. Here arbitrary and personal factors, to say nothing of politi¬ 
cal considerations, have played a deplorable part in many communities. 
Since communities vary in the proportion of full value which they actually 
aswsess, problems of “equalizing” the assessments of different jurisdictions 
arise. Large enterprises, such as railroads and steel companies, which 
straddle numerous localities encounter practical difficulties on this 
account.^ 


^ An interesting discussion of this problem appears in the Proceedings of the National 
Tax Association, 1947. See W. K. Bush, “The impact of State and Local Taxation on 
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Property taxes extend beyond merely taxes on land or on real estate 
and household furnishings. They also include such items as merchandise 
inventories, equipment, securities, and bank deposits. Here also, more 
perhaps than in any other case, it is necessary to take account of evasion 
and inequitable administration of the tax through arbitrary assessment.® 
It is also necessary to distinguish between the case where all kinds of 
property are subjected to the same rate and the case where property is 
classified into various components and subjected to different rates. The 
latter is called the “classified property tax.”® Another complicating factor 
in property taxation is that the tax is ordinarily paid out of income even 
though it is assessed on the capital value. 

The problems of property taxation in Great Britain and the British 
Commonwealth are generally similar but there are some important dif¬ 
ferences.^ In England and Wales the tax is imposed on the occupiers of 
real estate, whether owners or tenants. It is applied at a uniform rate to 
the “hypothetical annual net rent.” Unused vacant land and unoccupied 
houses are exempt since they have no annual value. In Scotland, there 
is a tax on owners as owners as well as on occupieis as occupiers. The 
property tax in the self-governing dominions varies a great deal from one 
country to another but has characteristics of botli American emphasis on 
capital value and tlie British emphasis on annual. The outstanding char¬ 
acteristic, however, is greater local autonomy generally in those dominions 
than in the United States. 

The administrative aspects of the property tax are dealt with in 
detail in a large number of textbooks which are readily available to 
the interested reader. We confine ourselves Jiere to an analysis of the 
economic effects of this type of tax. State and local problems associated 
with the property tax are considered in Part V (Chapters 20, 21, and 22). 

Shifting of a Tax on Real Estate 

We may first consider the narrow question of a tax on real estate. 
Depending on local conditions, some of this tax is undoubtedly shifted 

Rsiilroads,” pp. 255-69, especially pp. 262-65; C. C. I^)ng, “The Impact of State and 
Local Taxes on Business As They Affect Railroads,’* pp. 270—76, espt?cially pp. 272— 
73; and W. L. ITearne, “Ad Valorem Taxation and the Steel Industry,” pp. 277-80. 

* See the paper by Joseph S. Martel on the personal property tax (no title given), 
Proceedings of the National Tax Association, 1947, pp. 283-86. 

* For a brief review of the classified property tax see Simeon E. Iceland, “Some Ob¬ 
servations Concerning the Classified Property Tax,” in Viewpoints on Public Finance 
(Harold M. Groves, ed.), pp. 79-86 (New York: Henry Holt & Co., 1947). 

* See Philip H. Cornick, “Alternative Methods of Taxing Real Property,” NT.A. 
Proceedings, 1946, pp. 144-54. 
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and is reflected in rent. The process of shifting, however, cannot be con¬ 
sidered complete. The usual analy^sis in terms of elasticity of demand 
would apply. Even if it is complete there are nevertheless some dis¬ 
advantages to real estate owners. Real estate men constantly speak of 
the “burden” of the property tax on them. At a meeting of the National 
Association of Real Instate Boards some years ago, there were heard a 
series of pleas for protection of real estate against any “undue burden 
of taxation.”® and at the Annual Conference of tlie American Municipal 
Association, Professor John F. Sly said, “Real estaU^ in large cities is not 
able to bear the huge cost of paying for all modern governmental serv¬ 
ices.”® The same cries of protest are repeated year in and year out. 

Tax on Economic Rent 

The shifting and incidciice of rental tax(‘S has usually been discussed 
in terms quite dilfercnt from tliose used in consicltning th(‘ shifting and in¬ 
cidence of income taxes. Tlu^ reason for this may b(' trac ed to t he theory of 
distribution which distinguishes “])ro{it" from “rent." Rent theory, how¬ 
ever, loses no time in disiinguishing between “(economic rent” and “con¬ 
tractual rent,” The lalt(‘r is much like any otlier kind of gross business 
income. After the deduction of (‘xpemses we (h'rivc a net business income. 
There is no need to set up a s<iparate analysis for tax theory purposes. 

There seems to be general agreennent that a tux on the pure economic 
rent of land canrmt be shift(‘d. Selignian e[)it()mized economic; thought on 
the subject when he said: “If land is taxed according to its pure rent, 
virtually all writers since Ri(;ardo agree that the tax will fall w^holly on 
the landowner, and that it cannot be shifted to any othc^r class. Since 
land on the margin pays no rent, so the argumemt runs, and the cost of 
the produce adjusts itself to that on I he no-rc*nt land, a tax on rent can¬ 
not affect the price of (igri(*ultural produce', and therefore cannot be 
shifted. The point is so miivcTsally a(;(*c*p((*d as to rc;(|uire no further dis¬ 
cussion.”^ Be that as it may, it is obviously dilBcnilt to isolate the pure 
element, in the rent of land so that the traditional analysis does not help 
us much in deciding w hether any particular tax on land is or is not shifted. 
Moreover, even if a tax whicli ultirnatcdy reachc=;s the economic rent on 
land cannot be shifted, the lengthy proccvss involved before it docs reach 
economic rent may be more important in its economic effect than the fact 

* New York Times', November 15, lO tO, p. 41. 

® New York Times, November Id, 1940, p. 18. 

’ E. R. A. Selignmn, The Shifting and Incidence of Taxation, pp. 257-58 (New 
York: Columbia University Press, 1921). 
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that when the tax reaches the economic rent it can go no further. The 
reader is referred to Chapter 8 above where the concept of “economic 
rent” is discussed more fully. 

Shifting of a Property Tax on Securities 

A property tax imposed solely on securities or a loan would have the 
effect of inducing people to keep resources in other forms than securities, 
thus tending to lower the price of securities and to force up the rate of 
interest. Under such circumstances we might say that the tax is shifted 
in the form of higher interest rates. But the more general the property 
tax and the smaller the discrepancies among the taxes imposed on 
various classes of property, the smaller will be the tendency to shift 
from one asset to the other. The same sort of analysis applies in the 
case of a tax on bank deposits. 

Capitalization of Property Taxes 

It is often assumed that property taxes are “capitalized.” This means 
that the property value is reduced by the capital amount representing 
the value of all future tax payments. An example may illustrate this 
theory. Suppose a piece of property has a value of $100,000. A new tax 
of $100 per annum is imposed on this property. Assume the going rate of 
interest to be 5 per cent. The present value of an infinite number of future 
tax payments of $100 discounted at 5 per cent is $2000. The property is 
therefore worth $98,000 instead of $100,000. 

This procedure opens up questions of the definition of “value” and 
“going rate of interest,” as well as the period of time over which the tax 
rate is expected to remain unchanged. These are minor problems, how¬ 
ever, compared with the main question: Why must it be assumed that 
the seller of the property bears the burden of the tax? Such an assump¬ 
tion certainly does not hold in the ordinary competitive buying and sell¬ 
ing of real estate. There is no reason to treat real estate unlike any other 
commodity in tliis respect. The fact that the total amount of land on the 
earth is substantially unchangeable is not pertinent because of qualitative 
differences and alterations—and brides the non-manufacturability of 
land would presumably give the edge to the seller rather than the buyer! 
It will generally be true that the tax will be borne partly by the seller 
and partly by the buyer, the exact amount being determined in accord¬ 
ance with the considerations mentioned in Chapter 8 and illustrated in 
subsequent chapters. 
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Effects of the Property Tax 

Consumption 

The economic effects of the property tax depend on the generality 
of the tax, the relative rates of the tax, and the relative degree of en¬ 
forcement. A universal and uniform general property tax will tend to 
have some effect in the direction of diminishing consumption. This would 
be true particularly if the tax is shifted from property owners, who may 
be considered the relatively wealthy class, to non-property owners. The 
latter, who rent rooms or houses, may be assumed to spend a larger pro¬ 
portion of their income on consumption than the former. In the case of 
many home-owners and of the ordinary farmer, the effect would be the 
same. A tax on cash of all forms might partly result in finding some sub¬ 
stitutes for cash, e.g. jewels, and also have some tendency to increase 
all spending, including consumption if satisfactory substitutes for cash 
are not readily available. 

Production and Business Enterprise 

A general and uniform property tax raiglit have the effect of reducing 
all rates of return. If tliis were so, it is unlikely that any effect would be 
felt on enterprise except in so far as property is left idle to reduce assess¬ 
ments and avoid the tax. Since the tax admittedly is enforced in an 
extremely arbitrary fashion, in many cases discriminatory effects un¬ 
doubtedly would be felt in practice. In our earlier discussion of a tax on 
economic rent we saw" that taxes on differential gains, since they do not 
affect the margin, do not affect the use of land. By and large this is 
true, and it is the basis of the single tax doctrine of Henry George. But 
George’s theory was based on the assumption that the supply of land 
was fixed, and that therefore a tax on land could not reduce supply. This 
is hard to apply in a realistic situation. In the opening up of the West, 
for instance, it seems likely that a tax on the rent of the land granted to 
railways would have retarded the development of the West and eventu¬ 
ally would have led to diminished products and higher prices for produce 
than now exist. 


Savings and Capital Formation 

Even a general and uniform property tax which happens to be re¬ 
gressive tends to reduce the volume of savings since, in part at least, 
it hits the wealthier part of the population. A property tax which affects 
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securities in a discriminatory manner would also reduce that part of 
individual savings which is available for investment and raise the interest 
rate. A property tax which affects cash in a discriminatory manner would 
have the opposite effect, however, and w ould increase that part of savings 
available for investment. In general, owing to the availability of capital 
from the commercial banks, these considerations are not too important 
one w^ay or the other for short-term loans. There may be a significant 
exception, however, in the case of agriculture and small business. The 
existence of governmental agencies, and some relaxation of the attitudes 
of private banks wdiich make credit available to the farmers and small 
businessmen do, however, diminish the importance of this exception. 

Distribution of Income 

Whether the property tax tends to increase or diminish the differences 
in the distribution of wealth and income is a highly debatable question. 
One cannot glibly answer this question merely on the basis of a glance 
at the rates, for we must consider whetlier in practice local assessors favor 
large property owners, intentionally or otherwise. Moreover at least part 
of the tax is shifted. It seems likely that the effect on the distribution of 
income depends on prevailing business conditions because these would 
determine the degree of shifting. When there is a shortage of rental 
property in relation to the demand, a large j)roporlion, if not all, of the 
tax would be shifted. If there is a surplus, a small proportion, if any, 
would be shifted. On the reasonable assumption that the property- 
owners as a group are at a distinguishably higher income leved than the 
tenants as a group, the properly tax would tend to accentuate inequality 
in the distribution of income in good times and reduce it in bad. 

Conclusions on Incidence and Effects of Property Taxes 

The shifting of the property tax may best be considered in the same 
terms as any other tax and not as subjcict to special considerations such 
as capitalization, taxation of economic rent, or other peculiarities. Be¬ 
cause of the slowness of adjustment in the supply of land and buildings, 
the changes in demand conditions would be the main determinants of 
the degree of shifting in the short run. The possibility of shifting taxes 
on tangible and intangible personal property would be determined 
through the usual type of economic analysis. The ultimate effects of 
the tax would vary with the degree of shifting. There may be substantial 
reduction in the demand for consumer goods, some retardation of eco- 
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nomic development especially because of discriminatory practices, but 
no generally d()terminable effects on the distribution of income. 

The entire problem of property taxation is now in a state of flux 
because of the tendency of many local governments to diversify their 
revenue sources. This is discussed more fully in Chapter 21. The practical 
problems involved for urban properly taxes have been listed by Pro¬ 
fessor Sly: “The services are used by many persons besides those on 
whom the property taxes fall. Small towns do not have a large enough 
property base to pay ejilirely for major public services, sucdi as schools, 
roads, and welfare, and (o keep them abreast of Statewide standards. 
The prop(;rty tax is often hopelessly iosf in a morass of preferred treat¬ 
ment, unequal assessments, and uneven collections.”^ Various movements 
are afoot to improve the situation, however, and a former president of 
the National Association of Real Estate Boards, previously cited, said a 
few years ago: ‘'But real estate is about to enjoy a relative advantage in 
the field of taxation. There are emerging stweral influences which, it is 
believed, will cause tlu*se iiuat^ases in taxation to settle more heavily pro¬ 
portionately on forms of wealth other than n^al estate.”^ 

Propos(*d modification of the real property tax in the ITnited States 
has taken the following forms:^^^ (1) Taxation of real property on an in¬ 
come basis inst(Uid of capital value: (2) classili(‘ation of real property 
either by removing some propcTty from the ad valorem tax or by im¬ 
posing special ad valorem taxes on certain classes of real property; (3) ex¬ 
tension of special assessments in place of the pr(‘sent property tax; and 
(4) placing as much as possible of the property tax on a “cost of service 
rendered” basis. Some of these suggestions seem to have real merit and 
are worthy of serious consideration. 

PAYROLL TAXES 

Payroll taxes are in a sort of intermediate position between personal 
and business taxes. The old-age benefit taxes, for instance, are paid 
partly by the employer and partly by the employee. Both parts are 
based on the payroll. Some cities liave also adopted payroll taxes paid 
by the recipient of the income. Such taxes, which use the entire payroll 
figure as a base, should be distinguished from the withholding under the 
federal income tax. The latter is merely a device for temporarily collecting 

* John F. Sly, Netv York Times, November 14, 1910, p. 18. 

^ New Yotk Times, November 15, 1940, p. 41. 

'®See Paul E. Malone, Movement for Property Tax Modification,” NT,A, 
Proceedings, 1946, pp. 16^70. 
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all or a major portion of the tax which would have to be paid ultimately 
in any case. By payroll taxes we refer to those taxes which are literally 
based on the gross payroll or on any portion of the payroll, such as indi¬ 
vidual salaries up to $3,000 per year. In addition to the old-age benefit 
taxes and the municipal income taxes mentioned above the unemploy¬ 
ment insurance taxes may also be included. The rates of the latter are 
sometimes variable depending on experience regarding stability of em¬ 
ployment, but the rate when determined is applied to the payroll figure. 

Social Secuuity Old-age Benefit and Unemployment 
Insurance Taxes 

Under the Fcd(^ral Social Security tax for old age and survivor in¬ 
surance, employers and employees each pay a tax, 1 per cent, on the first 
$3000 of wages to each employee for employment during a calendar year. 
The tax covers employers of one or more persons in non-exempt employ¬ 
ment. The tax on employees is withheld by the employer. The rate was 
1 per cent from 1937 to 1946 inclusive. It was to have increased to 2}4 
per cent in 1947 and 1948 and was to have been 3 per cent in 1949 and 
thereafter. The tax has, however, remained unchanged at 1 per cent on 
employer and 1 per cent on employees. In the years 1936-39 the basis 
was total wages rather than the first $3000 of wages. Large classes of 
workers are not covered by the old-age taxes and benefits. 

The unemployment insurance tax in the United States is paid entirely 
by employers except in Alabama, California, New Jersey, and Rhode 
Island, wlicre there is also an employee contribution. The federal tax of 
3 per cent on the first $3000 of annual wages applies only to those em¬ 
ployers who have in their employ eight or more persons on one or more 
days in each of 20 weeks during the calendar year. As in the case of 
old-age benefit taxes, large classes of employment are exempt. The em¬ 
ployee may take credit against the tax up to 90 per cent of the tax for 
conlributions to an accredited state unemployment fund. All state funds 
are accredited and a few cover firms with one or more employees. Under 
merit-rating and similar provisions in many states tax reductions or re¬ 
bates are given employers who have a record of stability of employment. 

The important exemptions in the case of old-age taxes (hence 
benefits) are: services performed outside the United States, agricultural 
labor, domestic service, casual labor not in the course of the employer’s 
trade or business, service performed in the employ of charitable, religious, 
and educational institutions, and public service. Under the unemploy¬ 
ment insurance proviiions, exemptions also exist for services performed 
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in the employ of a son, daughter, or spouse, services of a child under 21 
in the employ of his parent, and services of insurance agents working 
wholly on a commission basis. 

Shifting of the Employee’s Tax 

Where the payroll tax is a deduction from employee income, the 
analysis for forward and backward shifting is basically the same as that 
discussed in the case of income taxes with low exemptions. The reader 
is referred to Chapter 10. Here, however, there may be a greater tendency 
for forward shifting to the employer because the tax might impinge on 
the minimum of subsistence. Only those aspects of Chapter 10 which re¬ 
quire emphasis because of the peculiarities of payroll taxes are discussed 
here. In England, according to Silverman, all banks used to pay the 
income tax of their employees. Whether the shifting goes any farther is 
a little doubtful. Silverman finds that “so far at any rate, there is nothing 
lo warrant the belief that bank charges are any higher than they would 
be if the employees did not have their income tax paid for them.”^^ 
Where the subsistence level is actually affected by the payroll tax 
there may be a long-run tendency for a rise in wages to take place and 
thus offset the tax if the population is decreased as a result of the tax 
tlirough decreased immigration or a smaller birth rate. This possibility 
is minimized by several considerations pointed out by the Colwyn Com¬ 
mittee. There may be other economies than those achieved through a 
lower birth rate; or there may be a higher birth rate because of the lower 
wages; or the wages following the deduction of the tax may still be above 
the subsistence level. In any case the process of shifting in this way is 
not a very happy one. Seligman points out that the imposition of a tax 
on wages “injures the workman both temporarily and permanently. It 
reduces his standard of living, and in weakening him, it renders less easy 
any attempt to lift himself out of his impoverished condition. If a tax 
on wages is shifted to profits at all, it is only after a long and fierce 
struggle.” Tliis comment is more appropriate to payroll taxes than to 
general income taxes. The payroll taxes are based only on the first $3000 

Cf. J. K. Hall, “Incidence of Federal Social Security Pay Roll Taxes,” Quarterly 
Journal of Economics^ November, 1938, pp. 38-63; and Herbert D. Simpson, “The 
Incidence of Pay Roll Taxes,” in Harold M. Groves, Viewpoints in Public Finance^ 
pp. 134-136 (New York: Henry Holt & Co., 1947). 

^*H. A. Silverman, '‘'Taxation: Its Incidence and Effects p. 149 (London: Mac¬ 
millan and Company, Ltd., 1931). 

Colwyn Committee Rei>ort, op. cit. 
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of income without exemptions or deductions whereas income taxes have 
some exemptions and deductions. 

Shifting of the Employer’s Tax 

The part of the payroll tax which is paid by the employer may be 
considert^d in the same type of analytical framework as an excise tax on 
production. The greater the payroll the greater the total tax. Since pay¬ 
rolls do not vary in exac t proportion to prodiujlion, a separate treatment 
is necessary. The main point to bear in mind is that the payroll tax may 
induce a substitution of ecfuipment for labor in those processes where 
such substitution is possible. Theorelically, assuming complete divisi¬ 
bility of equipment and perfect competition, such substitution is certain 
to take place. In practice, it can still be said that the payroll tax en¬ 
courages substitution which it may not be possible to put into effect in 
all cases. 

In so far as the demand for labor is reduced by the employers’ part 
of the payroll tax, it may be expected that generally some tendency for a 
fall in wages would exist. For all practical purposes the employee’s must 
pay a higher total wage (including the tax), they cannot afford to hire 
as many workers as before, and actual w^ages fall. Again, there may be 
many interferences with this process in practice. However, in so far as 
the process works, some of the employer’s portion of the tax is shifted 
backward to employees. In so far as the tax increases variable costs, the 
usual analysis of forward shifting through a rise in the price of the 
product would apply. 


Effects of Payroll Taxes 

The effects of payroll taxes follow' substantially the same pattern as 
personal income taxes (for the employee part) and excise taxes (for the 
employer part). Unemployment insurance taxes paid by employers are 
in the latter category. The merit-rating provisions may have far-reaching 
effects in the direction of stabilizing employment but there is always still 
a net cost involved in the tax. The net cost is roughly variable with the 
number of persons hired. By and large the same type of effects may be 
expected as in the case of the employer part of the old-age benefit tax. 

Significance of Social Security Reserves 

There is one aspect of payroll taxes which w'^arrants some attention. 
The economic effects of payroll taxes have been the subject of a great 
deal of controversy in this country during the last few years as a result 
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of the provisions of the Social Security Act whereby a large reserve was 
to be built up. The progressive increase in payments and thus the ulti¬ 
mate size of the reserve was later reduced. It is interesting to consider 
the economic effects which may be fell during the time that the reserve is 
being built up, i.e. during the time that the tax receipts are greater than 
the benefit payments. A net reduction of purchasing power and a general 
deflationary (or anti-inflatiouary) effect will be felt. The fact that the 
reserves are lent to the federal government is not of great importance in 
itself. With the credit standing of the federal government being what 
it is, the economic effects of these borrowing practices are not of great 
consequence. 


Consumption and Welfare 

Since the general standard of living in the United States is above 
subsistence and trade union reaction to the payroll tax (in terms of 
pressure for higher wages) has been negligible, it is likely that little 
forward shifting of tlie employee tax has taken place from wage earner 
to employer. Since savings at the employee level are not substantial we 
may coru’lude that the effect of the (ax has been felt most directly in the 
field of consumption. In so far as the employer part of the tax is shifted 
forward, a price rise in consumption goods (and others) would take place. 
Generally, the effect would be a reduction in standard of living and a 
decline in (iconomic welfare. It must be emphasized that this conclusion 
has nothing to do with the benefits derived under the program; the 
government could conceivably give such benefits without imposing the 
taxes. Presumably all the money paid into the reserves will be spent on 
consumption when the benefits are paid. 

Production and Enterprise 

The curtailment of consumption demand means a curtailment in the 
production of consumer goods. Aside from this, production is detrimen¬ 
tally affected by increased costs resulling from (1) the employers’ share 
of the Social Security payment and (2) any shifting of the employees’ 
share which is made in the direction of the employer. Part or all of this 
may, of course, find its way into higher prices, but unless demand for 
the total amount of goods is completely inelastic (a possibility which we 
can dismiss at once), the rise in price must result in some slight curtail- 

^^See S. E. Harris, The Economics of Social Security (New York: McGraw*Hill 
Book Co., 1941). 
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merit of production and employment and the dampening of business 
enterprise. 


Savings and Capital Formation 

Since the Social Security Act affects wages and salaries and thus the 
mass of the people, we may agree with Colm and Lehmann that the taxes 
do not affect savings substantially, including private savings and insur¬ 
ance.^® We may also agree with them that the taxes represent a com¬ 
pulsory saving if the receipts are used to cover a deficit which would 
have been incurred anyway or to make debt repayments which are re¬ 
invested.^® The latter has to do with the borrowing procedures which, 
as pointed out above, are separate from the tax itself. The effect on 
individual voluntary and compulsory savings, however, docs not give 
us a clue to the actual effect on capital formation. For this w^e must turn 
to the previous two sections on consumption and production. There it 
was shown that the production of goods would decline. This would re¬ 
duce the demand for capital goods. It may be concluded that capital 
formation and social savings are reduced as a result of the payroll taxes 
(as distinguished from the benefits). 

Distribution of Income 

Since the wage earner’s share of the Social Security premium directly 
consists of a reduction in the spendable income of the lower income 
groups while the employer’s share first enters into costs and then only 
indirectly, if at all, comes out of the higher income groups, we may con¬ 
clude that the Social Secuiity tax (as distinguished from the benefits) 
tends to accentuate the inequality in the distribution of income. This 
conclusion is subject to any qualification introduced by a greater sfnft- 
ing pow(T by the wage earners than by business. Since it does not seem 
likely that wage earners in general have a greater shifting power than 
employers, the conclusion that payroll taxes increase inequalities in the 
distribution of income would hold. 

Economic Fluctuations and Economic Progress 

During periods of depression, when purchasing power is low, the 
Social Security tax (as distinguished from the benefits) tends to aggra- 

Gerhard Colm and Fritz Lehmann, “Economic Consequences of Recent Ameri¬ 
can Tax Policy,” Social Research^ 1938, Supplement I, p. 38. 

« Ibid,, p. 40. 
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vate the unfavorable condition of business by making purchasing power 
less than it otherwise would be. During periods of prosperity, the tax 
would also tend to diminish purchasing power, hence it may be con¬ 
sidered to have a dampening effect. Thus payroll taxes on employees 
tend to accentuate the depression and lower the level of business activity 
achieved in prosperity. The employer part of the tax probably acts in the 
same direction but with very little effect in the prosperity period. 

The effects on economic progress are similar to those of the sales tax. 
Any reduction in capital formation that takes place reduces the amount 
of social wealth and thus the production potentialities. This, together 
with the increase in the inequality in distribution of income, tends to 
result in a fall in the standard of living. 

Conclusions on Effects of Payroll Taxes 

From almost any social point of view it seems that Social Security 
taxes (not benefits) are undesirable: they tend to reduce consumption, 
production, employment, and capital formation; they tend to aggravate 
the inequality in the distribution of wealth, accentuate depressions, and 
lower the general standard of living. This does not mean, of course, that 
the Social Security Act as a whole is undesirable: the security provided 
is presumably worth the price paid. These considerations do make it 
extremely desirable to try to achieve the benefits of the Social Security 
Act wilhoul the harmful effects of th(i accompanying taxes. In order to 
make a decision on this point, it is necessary to see what function, if any, 
the Social Security taxes perform. 

As shown above, the Social Security taxes cause a reduction in the 
total demand for goods and services; at the same time they provide the 
federal government with funds through the sale of bonds to the reserve 
accounts. These funds aid in financing the deficit occasioned by the high 
level of expenditures relative to revenues. Now if it could be argued that 
the transfer of fimds represented by the Social Security tax makes pos¬ 
sible expenditures by the federal government which would not otherwise 
have taken place, the restrictive effects of the taxes would have to be 
compared with the expansive effects of the federal expenditures. But it 
cannot seriously be argued that the existence of Social Security reserve 
funds currently makes possible a greater level of federal expenditures than 
would otherwise be the case. Within the legal debt limit (and, it should 
be noted, the bonds issued against the Social Security tax funds form 
part of the national debt), credit is freely available to the federal govern¬ 
ment—and at a low rate of interest. Hence, under deflationary conditions, 
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the accumulation of a Social Security reserve serves no useful economic 
purpose and has a detrimental economic effect. 

At some time in the future the government will have to get the 
money somewliere to redeeiin bonds to make the benefit payments. If 
there were no So(‘lal Security taxes, tlic government would likewise have 
to get the money vSonH^where to make the benefit payments. This means 
that, as far as the payment of benefits is concerned, the existence of 
Social Security taxes does not, ease the burden on the Treasury, except 
for borrowing whiidi would now have to be done on the open market if 
the Social Security niserves did not exist. In so far as deficit expendi¬ 
tures are occasioned by the depressed staf e of business it is even con¬ 
ceivable that an elimination of So(‘ial Security taxes would make possible 
a reduction in federal expenditures of tlie “New DeaT’ sort by at least 
an equal amount. At a time of inflation, tlie dampening effect of the 
reserv es is all to the good. The net intake of funds reduces the pressure 
on prices. 

EXCESS PROFITS TAXES 

The taxation of excess profits has been of such great importance in 
several periods of AirKU'ican history that it seems desirable to deal with 
the subject separately. It must be remembered at all times that the term 
“excess” is a technical terra and that the amount of excess profit is de¬ 
rived from certain accounting devices. Where and to what extent the 
excess profit is in some true economic sense “excess” is a matter to be 
given careful study. The results will determine to a large extent such 
questions as sliifting, incidence, and economic effects. 

The Act of 1940 

On October 1st, 1940, the Senate and House passed the “Second 
Revenue Act of 1910.” This Act, signed by the President on October 8, 
contained the “Excess Profits Tax Act of 1940” as well as certain amend¬ 
ments of the income tax, increasing the normal income tax rates of corpo¬ 
rations. The excess profits tax applies to the “adjusted excess profits for 
net income” for each taxable year beginning January 1, 1940. In calcu¬ 
lating the excess profits tax it is necessary to take account of the amend¬ 
ments of the normal income tax found in the (first) Revenue Act of 1940 
signed on June 25, 1940. In order to appreciate fully the ramifications 
of a tax of this sort it is necessary to make a detailed examination of its 
main provisions. This is merely by way of illustration since many changes 
took place in the tax before it was finally repealed. 
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The tax provided for two methods of calculating the credit deductible 
from the normal tax net income. Any corporation which was eligible for 
either method could choose the method it wished to adopt each year, 
the method used in the return filed being evidence of the choice for the 
taxable year. For each of the methods the rates were as follows: 

1. Income Method. The deductible credit was 95 per cent of the 
average earnings for the base period, 1936-39 inclusive, plus 8 per cent 
of the net capital addition or minus 6 per cent of the net capital reduc¬ 
tion for the taxable year; 

2. Invested Capital Method. The deductible credit was 8 per cent 
of the sum of (a) invested capital and (b) 50 per cent of the borrowed 
capital for the taxable yi^ar. 

An exemption of $5000 was provided for all corporations (i.e. domestic 
corporations unless otherwises stated); I he excess profits tax rates to be 
applied against the income net of exemption and deductible credit were: 


Adjusted Excess Profds 

Net Income 

Bracket 

Amounts 

Tax Pale 
Per Cent 

First *20,000. 

$ 20,000 

25 

$20,000 to $.'50,000. 

30,000 

30 

$.'50,000 to $100,000. 

50,000 

35 

$100,000 to $250,000. 

150,000 

40 

$2.50,000 to $500,000. 

250,000 

45 

Over $.500,000. 


50 


Illusirations 

Before going further into the various implications we may illustrate 
the appli(!ation of these methods of calculaling tla^ deductible credit as 
well as determining the amount of the tax by the following examples 

1. Example Banecl on Ineome. A corporation Inn iiig a iionual tax net income of 
$500,000. various adjustments in reduction of inc^ome ^specifically pennitt^^d by the 
act) of $25,000, and uveraf'e adjusU^d earnings for the base period of $250,000, 
would pay an excess ])rofits tax of $36,500, and a total normal tax and excess profits 
tax of $156,500, computed as follows: 


Neii) York Times, October 30, 1940, p. 35, and November 6, 1910, pp. 34-35 
(Godfrey N. Nelson). See also Carl Shoup, “The Concept of Excess Profits under the 
Revenue Acts of 1940-42,” in Harold M. Groves, Viewpoints on Public Finance, 
pp. 181-90 (New York: Henry Holt & Go., 1947); and Carl Shoup, “The Taxation of 
Excess Profits,” Political Science Quarterly, Vol. 55, December, 1940, pp. 535-55; Vol. 
56, March, 1941, pp. 84-106; and Vol. 56, June, 1941, pp. 226-49. 
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Normal tax net income 

Deduct: 

Normal tax (24%) 

$120,000 

$500,000 

Excess profits tax adjustments 

25,000 

145,000 

Normal tax net income less adjustments 

Credit for average adjusted earnings of $250,000, allowed 


$355,000 

at 95% 

237,500 


Exemption 

5,000 

242,500 

Adjusted excess profits tax net income 

Excess profits tax: 


$112,500 

25% of $20,000 

$ 5,000 


30% of 30,000 

9,000 


35% of 50,000 

17,500 


40% of 12,500 

5,000 


Total excess profits tax 


$ 36,500 

Normal tax 


120,000 

Total normal and excess profits tax 


$156,500 


2. Example Based on Invested Capital. A corporation having a normal tax net 
income of $500,000; various adjustments in reduction of income (specifically per¬ 
mitted by the act) of $10,000, invested capital for the taxable year of $2,000,000, 
and borrowed (capital of $1,000,000, would pay an excess profit tax of $45,500 and a 
total normal tax and excess profits tax of $165,500, computed as follows: 


Normal fax net income 
Deduct: 

Normal tax (24%) 

Excess profits tax adjustment 

Normal tax net income less adjustments 

Invested capital 

One-half of borrowed capital 

Credit at 8% on 
Exemption 

Adjusted excess profits tax net income 


$500,000 

$ 120,000 

40,000 160,000 

$340,000 

$2,000,000 

500,000 

^, 500,000 ^ 00,000 

5,000 205,000 

liasToob 


Excess profits tax: 


25% of $20,000 5,000 

30% of 30,000 9,000 

35% of 50,000 17,500 

40% of 35,000 14,000 


45,500 

120,000 


Total normal and excess profits tax 
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Five points should be observed here before we go further: (1) A credit 
of 8 per cent was permitted on invested capital for the taxable year: 
(2) practically full credit (95 per cent) was given for pre-period average 
earnings, i.c. for the base period 1936-39; (3) the maximum profits tax 
rate was 50 per cent; (4) the corporation could freely choose between the 
two methods of calculating deductible credit; (5) the tax rates were 
graduated according to the absolute amount of excess earnings rather 
than an excess rate of return on invested capital. 

Further Provisions 

There are a few other provisions of the Act of 1940 which it is inter¬ 
esting to consider. These we may list briefly: (1) It permitted consolidated 
returns by affiliated companies under certain conditions; (2) gross income 
attributable to a year other than the taxable year could be apportioned 
over other years in such a way that the taxable income does not exceed 
t he amount which would have resulted if allocation of income had been 
made to previous years (this applied especially to claims, awards, judg¬ 
ments, and patents); (3) corporations earning over $25,000 could not 
carry over unused portions of excess profits credits from one year to the 
next. Special amortization provisions applied to new investment in plant 
and equipment by corporations contributing to national defense; (4) all 
industries including non-defense industries cmne under tlie Act with cer¬ 
tain specific exemptions. Exemptions includ(‘d personal service corpo¬ 
rations, personal holding companies, certain mining companies, and cer¬ 
tain foreign corporations. 

Equity and Borrowed Capital 

The distinction which the law made between equity and borrowed 
capital is a technical point of considerable importance in any discussion 
of economic effects. The distinction is not so easy to make as might 
appear at first sight. For instance there are cases on record where a 
“debenture-preferred stock” was held to be a “certificate of indebted¬ 
ness.” In such cases, under the 1940 Act, only 50 per cent of the amount 
involved would be treated as invested capital. Interest paid on debentures 
remained a deductible expense. 

The decision as to whether any particular type of security should be 
considered to represent equity or borrowed capital rested mainly on 
whether or not the holder of the security was permitted by its terms to 
exercise the general rights of a creditor or whether the security repre¬ 
sented actual ownership in the corporation. Other considerations were 
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taken into account in making the decision. These other considerations 
were listed by the United States Board of Tax Appeals in a decision 
handed down on October 21, 1940: (1) The name by which the certificates 
are known (this was considered to indicate only the intent and not con¬ 
sidered persuasive one way or another); (2) the intent of the maker (in 
the particular case involved, the debenture preferred stock specified that 
the interest was limited but “not exceeding the lawful rate”); (3) the 
maturity date (the cenlificates in question had definite maturity dates); 
(4) the service of payment (the interest was payable without director’s 
declaration and was not specified as payable from earnings of the com¬ 
pany); (5) the priority over general creditors; (6) the right to enforce 
payment of principal and interest; and (7) the voting powder. In this 
particular case the Board decided that the certificate was an evidence 
of indebledness rather than of certificate of stock. Various decisions of 
the several United Stat(\s Circuit Courts of Appeals have upheld these 
criteria, sometimes reversing the Board itself.^^ 

Comparison with 1918 

There are two significant points wdicre the tax in 1940 differed from 
that in 1918: (1) The World War I Act allowed for special relief with 
respect to both income and capital for a corporation which could show 
that its invested capital was not normal as compared with that of other 
corporations in the same or like industry (Sections 327 and 328, Revenue 
Acts of 1918 and 1921). In the 1940 Act no such relief provisions existed 
at first, the nearest provisions being those for apportionment of income 
noted above. Later relief provisions were included, particularly Section 
722 of the Internal Revenue Code. (2) The excess profits tax rates under 
the 1940 law were graduated according to the absolute amount of excess 
earnings whereas under the old law they were graduated according to the 
rates of return on invested capital (the 1918 tax) imposed at the rate of 
30 per cent on income up to 20 per cent of invested capital less credits 
and 65 per cent of an income in excess of 20 per cent of invested capital 
less any balance of credits. These were the rates applicable to the year 
1918 only. 


Repeal of the Excess Profits Tax 

The excess profits tax was repealed in 1945, effective for all years 
beginning after December 31, 1945. Prior to repeal some important 


New York Times^ November 10, 1940, p. FI (Godfrey N. Nelson). 
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changes had been made in the law as passed in 1940, Among these were: 
the establishment, ultimately, of a flat 95 per cent tax on adjusted excess 
profits net income, subject to a 10 per cent postwar credit (of the 95 per 
cent) which could be used immediately in certain cases and subject far¬ 
ther to an over-all limit of 80 per cent on tlie aggregate of normal tiix, 
surtax, and excess profits tax in relation to the surtax net income; the 
raising of the exemption from $5000 to $10,000; the establishment of a 
graduated invested capital credit which, at the time of the repeal of the 
tax, stood at 8 per cent on the first $5,000,000, 6 per cent on capital in 
the $5,000,000 to $10,000,000 bracket; and 5 per cent on capital over 
$10,000,000. The introduction of thorough-going relief provisions (Sec¬ 
tions 721 and 722 of the Internal Revenue Code) and the two-year carry¬ 
back of unused credits meant that the tax would remain a matter of 
current importance to many corporations for several years after repeal. 
The relief provisions, in particular, presented some knotty economic 
probUans which promised to plague the tax administrators for years. 

Shifting of Excess Profits Taxes 

The shifting of the excess profits tax may be analyzed in the same 
general Avay as the business income tax. There are, however, tw^o im¬ 
portant peculiarities to be taken into account: (1) Wh('ther the profits 
taxed were expected by management or shareholders and (2) whether the 
tax is really imposed upon some excess above some common-sense con¬ 
cept of ordinary or just rate of return (for war years). 

The first question is concerned with whether or not the excess profits 
are “windfalls” which, as defined by Pigou, are “accretions to the real 
value of people’s property that are not foreseen by them and are not in 
any degree due to efforts made, intelligence exercised, risks borne, or 
capital invested by them.” It cannot be said that high war profits in 
general were not expected, but these expectations were tempered greatly 
by the excess profits tax itself. Profits whudi exceeded, say in the vicinity 
of 15 per cent on invested capital might be considered windfalls. 

The second question is integrally related to the first. No eflbrt was 
made in the 1940 Act to graduate taxes according to the rates of return 
on invested capital beyond the 8 per cent deductible credit. Hence in 
many cases wc could be certain that the rate of return was less than 
what management or the investing public might consider the ordinary 

See the section on “Excess Profits Tax Refunds” in Wirth F. Forger, “The Role 
of likjonoinics in Federal Tax Administration,” National Tax Journal, June, 1918, pp. 
102-7. 
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rate of return for the times. Hence we can be certain that for some indus¬ 
tries there would be a strong incentive to attempt to shift the tax. 

With these points in mind the usual shifting analysis for income taxes 
applies. During World War I a real attempt was made to tax only the 
true surplus element in war profits. The correct calculation of the tax is, 
however, extremely difficult. As Haig says, “Some crocks of cream ap¬ 
pear to be richer than they are.”^® Hence it may be expected that some 
tendency toward shifting existed. The actual shifting in World War II 
was modified not only by the conditions discussed under business income 
tax but also by the limitations placed on price increases by the Office of 
Price Administration. 

Effects of the Excess Profits Tax 

The economic effects of the excess profits tax differ significantly from 
those of the business income tax. The main reason for this is that the 
former tends to apply more to the windfall and excess clement in profits. 
There are also some points arising specifically from the provisions of the 
tax when it was in effect. 

The effect of the tax on consumption will be considered briefly but 
the main concern of this section is to analyze the provisions of the tax 
with a view to determining the effects it might have on production and 
enterprise. 

CoNStnviPTION 

The excess profits tax has frequently been claimed to have some detri¬ 
mental effects on consumption. A former Secretary of the Treasury said 
of the tax which was in force during World War I: “In many instances 
it acts as a consumption tax, is added to the cost of production upon 
which profits are figured in determining prices, and has been ... a ma¬ 
terial factor in the increased cost of living.” Statements of this sort evi¬ 
dently assume that the tax is shifted to the consumer. As was pointed 
out above, there is little likelihood of shifting if the tax is carefully 
devised so as to impinge on the windfall or true “excess” element of 
business profits. The high rate of the excess profits tax in World War II 
tended to encourage corporate expenditures but this is not “consump¬ 
tion” in the ordinary sense. By and large, it is reasonable to conclude 
that the excess profits taxes we have known have had negligible effects 
on consumption. 


Robert M. Haig, “British Experience with Excess Profits Taxation,** American 
Economic Beview, Supplement Vol. 10, March, 1920, p. 12. 
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Production and Enterprise 

In considering the effects that the excess profits tax may be expected 
to have on production and enterprise, it is necessary to examine not only 
the way in which the rate of return on capital is affected, but also the 
psychological reaction of business as a whole to the changes involved. 
It is interesting to go back to 1940 to see what the impact of the tax was 
on the business world. That business was not hostile to the principle of 
the Act is manifest. The Guaranty Trust Company, for instance, said: 
“Business as a whole clearly accepts the principle underlying the law— 
that the defense program shall not be used as an opportunity for private 
enrichraent.”^^ Godfrey N. Nelson, writing in the financial section of the 
New York Times, said: 

While the excess profits tax is essentially a war measure, because of its great 
productivity of revenue it is quite natural that this form of taxation should be 
resorted to in a period when the Federal Government is required to make extraor¬ 
dinary expenditures in an armament program for the defense of the nation.^® 

Nevertheless there were many aspects of the Act to which objections 
were raised by competent financial writers who may be assumed to repre¬ 
sent the views of business. These objections will be examined and evalu¬ 
ated and the probable effects of the economic provisions of the Act, both 
good and bad, will be indicated. The Act of 1940 will be used as a basis 
for discussion. 

There were several features of the Act which seemed likely to minimize 
any possible unfavorable effect on enterprise. (1) As the Guaranty Trust 
pointed out, “It offers a corporation the choice between two methods of 
calculating excess profits without imposing a heavy arbitrary penalty on 
those electing one in preference to the other.”^® (2) Moreover, “It per¬ 
mits consolidated returns by affiliated companies under certain condi¬ 
tions, thereby conforming to economic realities and avoiding numerous 
dangers of unfair discrimination.”^'^ (3) In addition the rates were rela¬ 
tively low (in 1940) considering the nature of the tax. As the Wall Street 
Journal pointed out, “The tax rate in the bill reaches 62 per cent, in¬ 
cluding both normal and excess profits, only in the top bracket. In prac¬ 
tice allowing for exemptions, it is difficult to see how any corporation 


New York TimeSy October 28, 1940, p. 29. 
New York Timely October 30, 1940, p. 35. 
•* New York Timesy October 28, 1940, p. 29. 
« Ibid, 
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could pay more than 50 per cent on income, unless its profits reached 
astronomical levels.”^® 

On the other hand, there were several provisions which were consid¬ 
ered arbitrary in the sense that they tended to cause discrimination 
among various industries and businesses. The basic fault was consid¬ 
ered to be the fact that the tax was not graduated according to relative 
rates of return on invested capital. The resulting criticisms, both valid 
and invalid, will now be considered. (1) As the Guaranty Trust pointed 
out: 


The lax rates under the new law are graduated not according to the rates of 
return on iiiv-ested capital but ac^cording to the absolute amounts of excess earnings, 
a feature that had no parallel in the tax structure of the World-War period. In 
this respect, the present law seems clearly inferior to the earlier one. A progressive 
tax on cor|)orate (warnings, whethr^r excess or not, with rates graduated on the basis 
of absohit(^ amounts instead of rates of return on investment is difficult to justify on 
either economic or equitable grounds. 

(2) ‘‘Another discriminatory feature of the act is that corporations with 
earnings of more than $25,000 are denied the privilege of carrying over 
the unused portions of their excess profits credits from one year to the 
next.”^^ (3) The treatment of only 50 per cent of borrowed capital as 
invested capital (on which an 8 per cent deductible credit was allowed) 
tended to favor the companies whose capitalization consisted mainly 
of shares to the disadvantage of those whose capitalization consisted 
mainly of bonds. (4) Because of the 8 per cent exemption it was possible 
that the Act would tend to put a premium on over-capitalization. (5) In 
addition it was claimed by the Wall Street Journal that “there is in effect 
a ceiling placed on earning power after a certain level has been reached.”^* 
This, however, is not strictly accurate since the highest rate in the Act 
was 50 per cent. (6) Another criticism which was made ran in the follow¬ 
ing terms: “The advisability of imposing upon npn-defense industries 
taxes so severe as to kill incentive to promote and expand business may 
be questioned, because this would prove as detrimental to the govern¬ 
ment as it would to industry.”^^ 

Three closely interrelated “criticisms” wdll be discussed in greater 
detail: (7) the excess profits tax lowered profits and dividends drastically 


Wall Street Journal, November 6, 1940, p. 1. 

New York Times, October 28, 1940, pp. 27 and 29. 
27 Thid, 

2* Wall Street Journal, November 6, 1940, p. 15. 

2® New York Times, November 13, 1940, p. 35. 
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below the prewar level; (8) it discriminated between industries, and (9) it 
consequently reduced the level of employment. 

Drastic Effect on Profits and Dividends 

It was expected that the excess profits tax would result in lower profits 
and dividends than before the war. A writer in the Wall Street Journal 
said of corporation profit figures issued in the latter part of 1940: “The 
reports bear out the expectations that the new levii^s would cut mate¬ 
rially into the profits of business.”*^® The Surrey of Current Business con¬ 
firmed these figures.^^ That the business world w^as not greatly disturbed 
by these prospects may, however, be judged by the following statement: 

liijt it (loos not follow that earnings over the long run will necessarily suffer 
bccaus<‘ taxes may go higher. Earnings of individual companies may, but over the 
long pull earning power, though it tends to get out of line at tina^s, usually catches 
up wiih ljusiness activity. At least it has in the past. When (he profits of a large 
number of corporations in the aggregate are measured against business activity, 
a fair relationship between Inisiness activity and business profits is maintained, 
though f)eriodically there may be some divergem^e in trend. 

For instance, the period between 1927 and 1937 was one of increasing taxes, yet 
the ratio of profits of a group of large cor|‘>orations to business activity in both years 
was nearly identical. Profits fell more sharply during the early thirties than did 
busintiss activity but they also recovered more sharply than did business from 
1933 to 1937. Profits likewise fell more sharply during late 1937 and 1938 but again 
they recovered in 1939 to regain past relationships. 

The main threats to profits growth are the war and the defense program which 
have brought on the system of excess profits taxation. Yet even in Great Britain 
where excess profits taxation is much more severe than in the U.S. owners of stocks 
are not altogether discouraged. St.ock prices there have been steady reiiently.®^ 

The excess profits tax when first imposed in 1940 evidently may be 
assumed to have had no drastic effect on profit expectations. 

Unequal Effect on Industries and Firms 

The fact that the general impact of the tax was not too unfavorable 
does not mean, however, that we may safely leave tlie question. It is 
important for us to know how the tax affected specific industries. Soon 
after the Act was passed, the existence of discrimination was made clearly 
evident to the investor by a number of advertisements which appeared 

Wall Street Journal, November 6, 1940, pp. 1 and 4. 

Survey of Current Business, December 1940, pp. 7-8. 

** Wall Street Journal, November 6, 1940, p. 15. 
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in the financial sections of the newspapers. Excerpts from two of these 
are given below.®® 

25 STOCKS FOR INCOME 

-NO MATTER WHO IS ELECTED 

—Outstanding dividend payers which will not suffer from the new Excess Profits 
Tax. 

Hundreds of listed stocks will earn less in 1940 than in 1939 after payment of new 
increased taxes. 

But some dividend payers will feel little effect in spite of growing earnings. 

STANDARD STATISTICS CO., INC. 

“tax STATUS OF 400 STOCKS” 

(Check your Stocks against this Study) 

So much interest has been shown in this important tax study, which appeared in last 
week’s Financial World, we are sending a reprint to every new subscriber. It gives 
maximum earnings per share that can be shown by 400 prominent common stocks 
before they are subject to excess profits taxes. Comparison is made with the latest 
12 months* actual results. 

THE FINANCIAL WORLD 

A writer in the Wall Street Journal said: 

A group of corporate reports for the nine months to September 30, selected at 
random, shows a very wide variation in the effect of the Sei^ond Revenue Act of 
1940 upon profits. Percentage of earnings set aside for income and excess profits 
taxes varies from 21.3 per cent, or less than the normal tax to as much as 43.6 per 
cent. 

Among the companies showing the lowest ratio of federal income taxes to 
profits are those engaged in the steel industry. This was as anticipated because the 
heavy investment necessary to this industry permits a substantial credit against 
excess profits. U.S. Steel, for instance, reported federal taxes on income for the 
nine months as 21.3 per cent of profits before deducting these taxes. Wheeling 
Steel’s figure was 23.5 per cent.®^ 

In general, according to a survey of the Standard Statistics Company, 
the industries which were least vulnerable were: “those wliich are granted 
special exemptions, which are currently earning less than 8 per cent on 
invested capital, or which will earn less in 1940 than the average of 
1936-39:’’®« 


New York Times, October 27, 1940, p. FS. 

Wall Street Journal, November 6, 1940, pp. 1 and 4. 

•• “Excess Profits Taxes,” a special section of Standard Outlook for the Security 
Markets. Standard Statistics Co., Inc,, New York City, November 4,1940. 

282 



EXCESS PROFITS TAXES 


Air Transport 
Auto Tires 
Banks 
Insurance 
Motion Pictures 
Office Equipment 


Petroleum 

Railroad Equipment 

Railroads 

Steel 

Utilities 


A partial explanation of this was given by a writer in the New York Times 
who also added retail trade to the favored group. “Many companies with 
low^ nets will use invested capital as a base and studies appear to indicate 
that tliese companies on the average will give up less in federal tax than 
some companies whose tax will be based on earnings for the 1936-39 
years. Thus, most of the companies in retail trade will exercise the in¬ 
vested capital option and their 1940 earnings indicate that this year at 
least the tax will not bear heavily on them. 

The industries which were expected to be the heaviest taxpayers were 
those “ which earn a high rate on invested capital and which have high 
current earnings in relation to the average of recent years. Yet many 
will show highest profits after all taxes:”®^ 


Aircraft Mfg. 
Auto Parts 
Automobiles 
Building 
Chemicals 
Electric Products 


Machinery 
Metal Fabricating 
Non-ferrous Metals 
Paper 

Retail Trade 


It is also interesting to examine several specific firms to see how the ex¬ 
cess profits tax was expected to affect their earnings. The following are a 
few examples of severely taxed firms.®® 

Chemical companies, judging by reports thus far to hand, appear to have been 
hard hit by the new tax, Hercules Powder reserved to cover the tax 43.6 per cent of 
its income before taxes for the nine months to September, Monsanto Chemicars 
tax appropriation was 39.7 per cent and du Font’s, 30.9 per cent. However, because 
of the important part that dividends from General Motors plays in the last named 
company’s earnings, its tax rate can heurdly be considered as typical of the industry. 

An example of a utility Company may also be given 

Reflecting the sharp increase in taxes resulting from the new excess profits tax 
and higher Federal income taxes, the income statement of the Columbia Gas and 

New York Times, November 10, 1940, p. F7. 

From the Standard Statistics Company publication previously cited. 

Wall Street Journal, November 6, 1940, p. 1. 

New York Times, November 15, 1940, p. 35. 
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Electric Corporation, released yesterday, shows that the corporation had a con¬ 
solidated net deficit of $840,064 in the third quarter of this year, contrasted to a net 
income of $668,513 in the September quarter of 1939. On the other hand, gross 
revenues of the Columbia system for the quarter rose to $21,411,912 from $19,827,- 
297 in the third quarter of last year. 

Numerous changes in the excess profits tax were made subsequent to 
1940. The difftTcntial effects on different industries persisted. Although 
the relief provisions (Section 722 of the Internal Revenue Code) were 
designed to reduce disc^rirninatory effects, there was little mitigation of 
the difficulties in practice. The very high rate of taxation which prevailed 
before the tax was repealed aggravated the discriminatory effects. 

Conclusions 

The material presented above indicates that the excess profits tax 
variously affects not only different industries but also specific firms in 
the same industry. Regardless of the desirability or necessity of these 
differential effects a change in the flow of capital to various industries 
would be expected. The tax made some industries more and some less 
attractive. The tax must also have encouraged some expenditures which 
would not, otherwise liave occurred: at very high rates it is the govern¬ 
ment which pays most of the marginal expense items. Nevertheless one 
cannot fully apply to the tax of World War II the criticism which a 
former Secretary of the Treasury applied to the corresponding tax during 
World War I, “It encourages wasteful expenditure, puts a premium on 
overcapitalization and a penalty on brains, energy, and enterprise, dis¬ 
courages new ventures and confirms old ventures in their monopolies.’’^® 
Only if the profits taken away in the form of taxes arc expected and are 
needed to induce people to invest is it possible to conclude of the excess 
profits taxes that “their tendency will presumably be to lessen the in¬ 
ducement to expansion on the part of some of the large companies, with 
a possible sacrifice of speed, efficiency, and simplicity of administration 
of the preparedness effort.”"^^ 

The above apparently unfavorable conclusions do not mean, however, 
that the tax is undesirable as a wartime measure. The last-quoted writer 
admits that “As a practical matter, these discriminatory provisions of 
the new tax may have no serious effects on aggregate output or on the 

^oR. M. Haig, “British Experience with Excess Profits Taxation,” American 
Economic Review Supplement (1920), p. 12. Sec also Harold M. Groves, Po^/ifjar Tax¬ 
ation and Economic Progress, pp. 74-83 (New York: McGraw-Hill Book Co., 1946). 

New York Times, Octoto 28, 1940, p. 29. 
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success of the defense program.*’^^ David Friday had even said of the tax 
wliich existed during World War I, “The excess profits tax . , . should 
be continued not merely because it is just and furnishes a much needed 
correction of the working of our price system. It is the tax that least 
impedes enterprise and business activity . . . 

The necessity of maintaining the firm’s competitive position in the 
industry also suggests that an excess profits tax might not have drastic 
effects. This was expressed by a newspaper writer: 

Despite the heavy tax burden and the likelihood that it will be increased, Indus- 
trial companies will make every effort to increase sales and boost gross earnings in 
order to maintain their standing in competition, cost accountants declared last 
week. Reports that some companies might slow down their efforts in order to avoid 
reacliing the highest surplus profits brackets which would draw a tax of 50 per cent 
were scoutc^d. 

A(X‘ounlants pointed out that no company, regardless of what tax rate its 
earnings will invite, can afford to allow conip<;tition to gain on it. Just as some 
English companies, which have notliing to advertise, continue to keep their names 
before tlu? public in newspajKjrs and magazines, so must organizations here main¬ 
tain the highest sales pace possible so that, when the defense program is ended and 
taxevs are reduced, they will not be at a disadvantage, it was said.*^ 

These conclusions may be summarized briefly. Although earnings 
were (mrtailed and serious discriminating effects were felt from indus¬ 
try to industry and firm to firm there was good reason to believe that 
managers would be more concerned with the maintenance of their long- 
run competitive position in the industry than with any short-term effects 
of the excess profits tax. Hence production, employment, and sales would 
be more influenced by general economic trends than by the tax itself. 
The actual experience of World War II seemed to confirm these expec¬ 
tations. To say that the wartime excess profits taxes have not had 
seriously unfavorable effects does not, however, recommend the tax for 
peacetime use. In particular, the tax is of doubtful utility in curbing 
monopoly since it falls alike on “good” and “bad” and may, in fact, 
penalize the new, growing firm more than the large, well-established 
firm.45 


« Ibid, 

David Friday, “Excess Profits Tax,” American Economic Review, Supplement 
(1920), p. 22. 

** New York Times, November 10, 1940, p. F7. 

See Alfred G. Buehlor, “Should the Tax System Be Used to Check Monopoly?” 
Chapter 8 in How Should Corporations be Taxed? (New York: Tax Institute, 1947) 
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TAXATION OF UNDISTRIBUTED PROFITS 

One of the clearest examples of taxation used to achieve certain 
economic ends rather than merely raise revenue is the taxation of un¬ 
distributed profits. A decision on the nature and extent to which such 
imposts are justified requires a thoroughgoing examination of their prin¬ 
ciples and consequences. The undistributed profits tax being imposed on 
part of net income earned may be expected to have the same incidence 
as any business income tax. The economic effects, however, are quite 
different and stem from the regulatory aspects of the tax. 

Prevailing Taxes on Undistributed Profits 

There are two taxes which apply to undistributed profits. One of 
these is designed to discourage personal holding companies which are set 
up in order to avoid individual income taxes. The other is designed to 
discourage improper accumulation of surpluses by corporations for the 
same purpose. The aim of these taxes is to force the companies to dis¬ 
tribute their income and thereby make it subject to individual income 
taxes. The tax on personal holding companies is 76 per cent on the first 
$2000 of so-called “undistributed Subchapter A net income.” Above this 
amount the tax is 85 per cent. With respect to the improper accumulation 
of surpluses the tax is 27]^ per cent on the first $100,000 of so-called 
“undistributed Section 102 net income.” Above this amount the tax is 
cent. 

The undistributed profits tax of 1936 to 1939 was a much more 
thoroughgoing measure. It had several clearly defined regulatory pur¬ 
poses, all of which were interrelated: (1) To remove the possibility of a 
wealthy stockholder avoiding personal income taxes by allowing profits 
earned to be accumulated in the corporation; (2) to increase disburse¬ 
ments of income earned, thus strengthening purchasing power of the 
consumers and at the same time increasing tax revenues to the govern¬ 
ment; (3) to promote a better use of capital funds by preventing an often 
unwise “plowing back” of profits; (4) to increase the effectiveness of the 
regulation of corporate investments by increasing investments financed 
through the public capital market.^® 

Special Problems of Section 102 

The prevailing tax on the “unreasonable accumulation of surplus” 
poses some special problems. A large amount of administrative discretion 

Colm and Lehmann, op. ci7., pp. 53-54. 
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is permitted in deciding whether to invoke the penalty rates. The inten¬ 
tions of the company officers are among the factors taken into account 
and the burden of proof is placed on the management to show that the 
accumulation of surplus is not unreasonable. The courts have held several 
operating business companies subject to the tax: National Grocery Com¬ 
pany, Trico Products Corporation and Chicago Stockyards Company.^^ 
The tax seems to have had some effect in the direction of stimulating the 
distribution of dividends, but its main effect has been to strike terror 
into the hearts of management. A large amount of executive and legal 
effort is exerted to have the corporation minutes contain full explanations 
and justifications of retained earnings. Curiously enough, persons in the 
very high individual income tax brackets can afford to risk the impo¬ 
sition of Section 102 because the rates involve a relatively inexpensive 
penalty for them. 

Shifting of the Undistributed Profits Tax 

In the discussion of business income taxes it was shown that shifting 
in the form of higher prices is generally unlikely in the short run. The 
same conclusion holds for undistributed profits taxes. If anything, the 
conclusion is r('inforc(‘d since a firm can be readily relieved of the burden 
of the tax by avoiding it through the declaration of dividends. This 
alternative does not exist in the case of income taxes and it makes it 
less likely than ever that attempts will be made to shift the tax through 
changes in prices charged or costs paid. As for the long run, there is 
likewise reason to believe that any shifting tliat might take place would 
be in smaller degree than in the case of the income tax. This is especially 
true wJiere alternatives to self-financing of new investment exist. 

Effects of the Taxation of Undistributed Profits 

The potential effects of a thoroughgoing tax on undistributed profits 
may best be judged by reference to the drastic tax of 1936. A study by 
Professor Lent has show n that the undistributed profits tax increased 
dividend payments by more than 30 per cent."^® According to Colm and 
Lcihmann, the tax of 1936 had the effect of increasing distribution of 
dividends and consequently increasing consumption late in 1936/® How- 

See Arthur H. Kent, “The Legal Machinery of the IVesent Corjwrate Income 
Tax,” N,T,A, Proceedings, 1947, pp. lir-76. See also the discussion between Mr. Kent, 
William A. Sutherland, Ellsworth C. Alvord and others, pp. 172-74, 199-202. 

George E. I.«ent, The Impact of the Undistributed Profits Tax, 1936-37, p. 33 (New 
York: Columbia University Press, 1948). 

Colm and Lehmann, op, cit,, p. 65. 
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ever, since the holders of corporate stocks are mainly in the higher income 
groups, the dividends were likewise paid to the wealthier classes and it is 
diflBcult to imagine that a tax of this sort would consistently have any 
substantial effect on consumption. 

Any stimulation of consumption that did take place would have a 
favorable effect on production. On the other hand, the regulatory nature 
of the tax and the way in which it tended to influence the flow of capital 
funds (to be discussed below) might have had an unfavorable effect on 
business enterprise purely because of the anti-regulatory psychology of 
American business. Whether the tax is paid on undistributed profits or 
avoided through dividend declaration the effect is unfavorable to the 
above-average income and wealth groups who would be primarily in¬ 
volved. The tax therefore has an equalizing effeot on the distribution of 
wealth and income. 

Business and Individual Savings 

The tax of 1936 seems to have been associated with a decrease in 
corporate savings. Corporations retained 30 per cent less of their profits 
in 1936 than in 1935 the proportion of profits saved fell from 32.8 per 
cent in 1935 to 22.6 per cent in 1936. The possible results attributable 
to the tax are even greater than this if we leave out of account dividends 
on preferred stocks and if we assume that the percentage of retention 
would have increased from 1935 to 1936 with increased earnings. This 
may have been expected to be the case from both American and foreign 
experience,®^ The effect on total savings would depend on the extent to 
which the dividends are saved by the individuals who receive them. 
According to Colm and Lehmann, one-quarter of the reduction in corpo¬ 
rate savings is offset by an increase in individual savings,®- The net effect 
is a reduction in ‘‘savings” in this sense. 

Capital Formation 

The effect which the reduction in savings may have on the total 
supply of capital for business purposes and on capital formation (i.e. 
social saving) requires further study. Colm and Lehmann claim that the 
undistributed profits tax of 1936 had the effect of restricting and cur¬ 
tailing the supply of capital for business purposes. Profits which would 
otherwise have been saved were absorbed either by tax payments or by 

Ibid.^ p. 34. 

»» Ibid,, p. 35. 

Ibid., p. 37. 
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consumption or were invested in non-business fields such as tax-exempt 
bonds. This affected particularly the large corporation which is greatly 
dependent on the capital market for funds and did not have so serious 
an unfavorable effect on the small corporation of wealthy investors. 
Most hard hit were: middle-sized and expanding corporations; corpo¬ 
rations with sharply fluctuating returns (e.g. capital goods); companies 
with large amounts of bonds outstanding.^^ These are not proved results 
but rather probable consequences based on an economic analysis by Colm 
and Lehmann. 

The authors again seem to have failed to take full account of the 
nature of the money and capital markets. They seem to forget that it is 
the profitableness of investment which is an important determining factor 
in the formation of capital. If business is sufficiently profitable the neces¬ 
sary supply of loanable funds is forthcoming (possibly at a somewhat 
increased rate of interest) a decrease in private savings notwithstanding. 
(A>lm and Lehmann imply that the decrease in business savings neccs- 
sarilv diminished the available supply of capital funds and thus restricted 
actual investment in physical capital. With funds available from other 
sources wsuch as banks and investment houses, the actual effect may have 
been very small or negligible. A potentially profitable investment in 
physical capital need not wait on business savings; if it is really profitable 
the funds may usually be obtained from the banks or other sources. In 
fact, in so far as the tax tended to increase consumption at a time of 
moderate (ionsumer demand it may be assumed that the profitability of 
busin(\ss investment was increased somewhat by the tax. It must be 
admitted, however, that a new and expanding company may not have 
ready access to the money and capital markets. It might suffer severely 
through an undistributed profits tax. 

Business Fluctuations 

The undistributed profits tax could affect business fluctuations in a 
number of ways. Two of these may be considered in detail: (1) Removing 
the “cushion” of reserves for the next depression^® and (2) causing “over¬ 
consumption.”®® Since both these points have been seriously argued by 
competent writers it is necessary to examine them closely. 

With respect to the “cushion” argument, it must be pointed out 

Ibid.j p. 54. 

** Ibid., p. 55. 

Ibid., pp. 69-70. 

Ibid., pp. 65-66. 
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that the existence of an earned surplus does not necessarily mean the 
possession of a corresponding amount of cash. The existence of business 
savings does not necessarily mean that a readily available liquid fund 
exists for use in time of depression. Where business savings are repre¬ 
sented by physical assets, any attempt to use them as a cushion of cash 
resources through liquidation of the assets may actually have the effect 
of accentuating the slump. Nevertheless there is some truth in the claim 
that the working capital and the earned surplus arc affected by the tax 
in such a way as to reduce the cushion against a depression in so far as 
the business savings are actually represented by casli. But the existence 
of a liquid reserve does not ensure the maintenance of employment even 
though it reduces the likelihood of financial embarrassment for the firm; 
if business is unprofitable the employees will probably be laid off whether 
business savings exist or no. Only in isolated instances would a shortage 
of working capital cause the laying off of workers whom it would other¬ 
wise be profitable to keep. 

As for the over-consumption argument in which Cohn and Lehmann 
put much stock, the claim is that late in 1936 industry was near full 
capacity and the undistributed profits tax stimulated consumption in 
an undesirable way. The reasons given are (1) that part of the stimulus 
came from the distribution of capital which resulted from the fact that 
tax regulations in general do not permit exclusion of “fictitious profits” 
represented by appreciation of inventories; (2) that the distribution of 
dividends must take place before the end of the calendar year, i.e. before 
the actual net income can be ascertained accurately; and (3) that en¬ 
couragement is given to the distribution of bonuses at the end of the year. 

Here both the premises and the argument may be questioned in some 
degree. Ow ing to the rapid turnover of inventories in many lines, profits 
represented by them are not necessarily just “fictitious” paper profits. 
Moreover, even though the firm may distribute part of its capital, the 
economy as a whole cannot consume capital except in so far as the social 
capital is allowed to run down—which no one pretends to have been the 
general case in 1936. Finally, and most important of all, industry was 
not so near full employment in 1936 that an increase in consumption 
could have had anything but a favorable effect on business. 

Economic Progress 

The above analysis indicates that the effects of the undistributed 
profits tax of 1936 are similar in many respects to those of income taxes 
in general: they tend to have an equalizing effect on the distribution of 
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income and, if anything, have a favorable effect on the formation of 
capital in ordinary times through the stimulus of consumption. There is, 
however, one important qualification. The undistributed profits tax was 
so widely associated with the cry of government intervention in business 
and gave rise to so much uncertainty that it is conceivable that business 
did restrict investment and thus the accumulation of social wealth, 
rational considerations to the contrary notwithstanding. These psycho¬ 
logical problems, however, though within the scope, are beyond the 
competence of the present study. 

Conclusions 

Subject to these psychological considerations it is impossible to con¬ 
sider the undistributed profits tax of 1936 as the great bogey which it 
was played up to be. On the other hand, considering the trouble involved 
and the unfavorable psychological potentiahties, there is little to be said 
for the tax from the economic point of view. Any advantages it had were 
of a purely fiscal and administrative nature. It would certainly seem 
possible to achieve the regulatory purposes noted above through other 
means such as subjecting business savings to some control similar to that 
exercised by the Securities and Exchange Commission or taxing certain 
individuals for business savings of the corporations over which they 
exercise preponderant control. The curtailment of tax avoidance through 
corporate savings is achieved at present by Section 102 of the Internal 
Revenue Code and by the punitive taxation of personal holding com¬ 
panies. There does not seem to be any need for any more drastic meas¬ 
ures. Professor Shore has pointt^d out that 20 per cent of net dividends 
paid by corporations are received by tax-exempt institutions or low- 
income individuals who pay no tax.^^ Thus an undistributed profits tax 
which forces dividend declarations may not increase income tax receipts 
as much as might be exp<'cted. 

INHERITANCE, ESTATE, AND GIFT TAXES 

Inheritance and estate taxes have the peculiarity that they are not 
paid by the person who earns the income or accumulates the wealth out 
of which the tax is paid. Gift taxes, although paid by the living, are 
nevertheless peculiar in that they are paid in order to avoid heavier taxes 
after death. These facts require a different approach to the question of 
incidence and effects from that employed in the discussion of other taxes. 

Louis Shere, “The Fiscial Significance of the Corporation Income Tax,“ Pro¬ 
ceedings of the National Tax Association, 1947, p. 13. 
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Tax Rates 

There are numerous complicated provisions in connection with federal 
taxes on estates and gifts. There is a so-called “basic” estate tax and 
also an “additional” estate tax. The “additional” tax is the excess of a 
“tentative” tax over the “basic” tax computed before allowance for 
gift taxes or state inheritance taxes. Exemptions are $100,000 for the 
basic tax and $60,000 for the tentative tax. The basic tax ranges from 
1 per cent on a net estate of $50,000 to 20 per cent on the bracket over 
$10,000,000. The tentative tax ranges from 3 per cent on the first $5000 
of net estate after all deductions and exemptions (including an exemption 
of $60,000) up to 77 per cent for the brackets over $10 million. A credit of 
80 per cent of the federal basic tax could be deducted for state death 
taxes paid. Gift taxes in force provide for an exemption of $30,000 and a 
specific yearly exclusion for gifts to any one donee of $3000. The tax on 
net gifts after all exemptions and deductions ranges from 2}4 per cent 
on the first $5000 to 57% per cent on amounts exceeding $10 million. 
The Revenue Act of 1948 did not literally change the exemptions and 
tax rates given above but provided for the “splitting” of property owned 
by married persons. For all practical purposes this had the same effect 
as if exemptions and exclusions applicable to married persons under the 
estate and gift taxes had been doubled and the rates on any net taxable 
amounts had been cut in half. 


Shifting 

There is an interesting difference of opinion on the sh if lability of 
inheritance and estate taxes. Two well-known authorities may be cited 
as a basis for discussion. Seligman says, “A tax on inheritance or be¬ 
quests cannot be shifted, for evidently there is no one to whom it could 
be transferred. The ulterior effects of which some writers speak, such as 
the influence of inheritance taxes on the accumulation of capital, do not 
really illustrate the process of shifting. They are, moreover, of such doubtful 
validity that they may be neglected .^'Brown claims that the amount of 
capital might decrease because of lessened motive for accumulation and 
that, “so far as such a tax did operate to decrease the volume of saving 
and raise interest rates, its burden would be upon laborers or landowners 
or both and not upon owners or inheritors of capital.”^® 

In the narrowest sense any effect on the accumulation of capital does 

E. R. A. Seligman, Shifting and Incidence of Taxation, p. 371. [Italics added.] 

H. G. Brown, Economics of Taxation, p. 209. [Italics added.] 
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not illustrate the process of shifting. Whether an analysis of effects of 
that sort is of “doubtful validity,” however, will be considered below. 
The fact that interest rates may rise does not remove the burden from 
the inheritors of capital in any substantial degree. The inlieritors give 
up a capital sum; they may regain some of their loss through higlicr 
interest rates, but any such effect would benefit the inheritors to only a 
small extent relative to the capital loss. All interest receivers share part 
of the gain resulting from the capital loss borne by the inheritors alone. 
When it is considered that the extent of any rise in interest rates would 
depend on prevailing credit conditions and would generally be small, it 
seems reasonable to conclude that any shifting of the tax by the inheritors 
through higher interest rates would be negligible. 

Economic Effects 

The economic effects of inheritance and similar taxes are peculiar in 
that in most cases, at any rate, the inheritance is in the nature of a wind¬ 
fall, hence we cannot attribute to the tax any insidious effect on economic 
motives of the recipient. Nevertheless, effects may result from two con¬ 
siderations: (1) The tax reduced the amount received by the legatees and 
(2) the anticipation of the necessity of paying the tax may have influ¬ 
enced the legator. An ingenious device for reducing some of the arbitrary 
effects of inheritance and estate taxes has been proposed by Dr. William 
Vickrey. Under this plan the tax would be cumulative and would be 
graduated according to the difference in age between donor and re¬ 
cipient.®® Another interesting suggestion is that of Eugenio Rignano who 
proposed that that part of an estate that had in turn been inherited by 
the legator would be taxed more heavily than that part which had been 
built up by the legator himself.®^ Finally, there is the plausible suggestion 
of Professor W. J. Shultz that there be a “vanishing” exemption. Under 
this plan a large estate would have a smaller absolute exemption than a 
small estate. 

Saving 

It is reasonable to assume that some of the money inherited will be 
used for consumption purposes and some will be saved. The supply of 

William Vickrey, Agenda for Progressive Taxation^ Chapters 8 and 9 (New York: 
Ronald Press, 1947). 

®iSee Eugenio Rignano, The Social Significance of the Inheritance Tax, p. 115. 
(New York: Alfred A. Knopf, 1924.) 

®* See William J. Shultz, “Death Tax Exemptions,’* Chapter 9 in Tax Exemptions 
(New York: Tax Policy League, 1939). 


293 



TAXATION 


“capital” is therefore diminished by the tax in so far as it absorbs savings 
that might have been invested. The Colwyn Committee found consider¬ 
able disagreement but expressed the opinion that agricultural landowners 
and private businesses experienced inconvenience and hardships, and 
that in some cases considerable damage was done. Public companies, 
moreover, were afTected so far as the supply of capital from the public 
was decreased.®^ The Colwyn Committee also says of both inheritance 
and income taxes that “both forms of taxation alike prevent a certain 
amount of new capital from coming into being, the ultimate effect de¬ 
pending very largely on the direction of government expenditure.”®^ 
Colm and Lehmann, in fact, have estimated the reduction in savings re¬ 
sulting from the 1936 Revenue Act rates on personal estate and gift 
taxes:®® 


$130-170 million—compared with 1932 rates 
300-330 “ — “ “ 1928 “ 

350-390 “ — “ “ no tax 


Capital Formation 

Again these statements and figures should not mislead us into be¬ 
lieving that the deterrent to capital formation is of the same magnitude 
as the reduction in “savings.” As has been pointed out many times 
above, the availability of credit from the banking system and other 
sources must not be neglected. The possible effect which the anticipa¬ 
tion of the tax may have on the accumulation of capital should also be 
taken into account. It is conceivable that a person would be so spiteful 
as to reduce the amount of wealth he will pass oji to othere (either while 
he is alive, i.e. through gifts, or after his death) but it is also conceivable 
that consideration for his heirs will make him more eager than ever to 
increase the size of his estate. 


Conclusions 

The above brief analysis leads us to agree with Adams that “carefully 
formulated and efficiently administered income and inheritance taxes do 
equalize the distribution of wealth and do not, in any appreciable degree, 
set in motion any subtle, subterranean, or remote economic forces of an 


Report and Appendices of the Committee on National Debt and Taxation 
(Colwyn Report)^ (Great Britain), p. 172. 

Ibid-, p. 198. 

Colm and Lehmann, op. ciL, p. 33. 
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objectionable kind.”®® The minority members of the Colwyn Committee 
would undoubtedly agree with tliis statement for they doubted that 
direct taxation had any deleterious effects.®^ Beyond the narrow effect 
on the endowments of educational and research foundations it is, in fact, 
difficult to see what substantially harmful economic consequences can be 
attributed to estate and gift taxes at their present levels. 

POLL TAX 

A word may be said about the poll or capitation tax even though its 
use in this country is of greater political ihfxn economic significance. The 
tax is imposed in most of the slates but almost invariably at the local 
level. In some cases it is possible to pay the tax in labor service. Often 
the funds are earmarked for roads or education. 

Shifting 

With respect to the shifting of this tax, it is interesting to note Selig- 
man’s extreme statement, “A poll or capitation tax is clearly not sus¬ 
ceptible of being si lifted, except to the extent that it falls on the laborer. 
Even then, it must trench upon the margin between the cost of subsist¬ 
ence and Ills actual standard of life before tlie conditions under winch 
the shifting may take place will be present. The possibility of shifting, 
moreover ... is not by any means the same tiling as the actual shift¬ 
ing itself.”®^ This view reduces the likelihood of shifting excessively. The 
possibility of sliifting is not confined to those cases where the minimum 
of subsistence is atTected. Both forward and backward shifting may take 
place even where the minimum of subsistence is not involved. The extent 
of shifting is dependent upon the degree of economic pow er (of the trade 
union sort) as well as the degree of need. In the United States the tax 
where used would seem to be directed mainly against those with small 
economic power and great need. Hence the impingement on subsistence 
is the controlling factor. The net result is probably a little forward shift¬ 
ing and somewhat more backward shifting. The forward shifting through 
higher wages would result from impingement on subsistence and would 
take place even though economic power is small. The backward shifting 
through lower prices paid w ould result from reduced buying power. 

T. S. Adams, “Effect of Income and Inheritance Taxes on the Distribution of 
Wealth,” American Economic Review^ Supplement^ 1915, p. 243. 

Report and Appendices of the Committee on National Debt and Tavalion 
(Colwyn Report), (Great Britain), p. 389. 

** E. R. A. Seligman, Shifting and Incidence of Taxaiion, p. 371. 
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Effects 

The effects of the poll tax depend on the rates imposed and also on 
the economic status of the persons taxed. The tax will generally have the 
effect of curtailing necessities but a high tax rate would also have some 
effect on the volume of individual savings. According to Pigou, the poll 
tax is ideal from the standpoint of least aggregate sacrifice®^—a state¬ 
ment which can be accepted as valid only if the poll tax is a graduated one. 

A poll tax of considerable magnitude has important effects upon the 
tax system as a whole. Nevertheless there is an important economic point 
to be made where the poll is a large revenue producer. Since poll taxes in 
the United States are relatively low, this matter is of academic interest 
only. Pigou has explained: ‘'If the main body of the revenue —of given 
amount —is being raised by a poll-tax, an income tax conforming to a 
given formula will yield more revenue than it would do if the given 
amount of revenue were being raised through a number of commodity 
taxes. For the poll-tax, while causing the marginal utility of money to 
persons mulcted under it to rise in the same way that commodity taxes 
yielding equal revenue would do, differs from these taxes in that it 
threatens no additional levy on these persons, if, to compensate them¬ 
selves, they do more work, and so obtain and spend more income. Conse¬ 
quently, where the rest of the tax system consists of a poll-tax, there will 
be more income available for assessment under income tax, and so a 
bigger yield from any given scheme of income tax, than there would be 
if the rest of the system consisted of commodity taxes. On similar lines it 
can be shown that, if the rest of the tax system consists of a poll-tax 
any (ordinary) commodity tax will yield more revenue than it would do 
if the rest of the system consisted of an income tax.”^® 

Conclusions 

The point made above may readily be misunderstood. It is not an 
argument for the poll tax per se. It is rather an argument for the advan¬ 
tage of having a poll tax rather than a commodity tax, when the produc¬ 
tivity of an income tax is under consideration; or it is an argument for a 
poll tax instead of an income tax when the productivity of a commodity 
tax is under consideration. This does not mean that a poll tax by itself 


A. C- Pigou, A Study in Public Finance^ p. 168 (London: Macmillan and Co., 
Ltd., 1928). 

’0 Ibid., pp. 70-71. [Used by permission of the publisher.] 
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is a more desirable means of raising revenue than a progressive income 
lax by itself. The fact remains that a poll tax is not based on ability to 
pay so fully as is a progressive income tax. 

PROCESSING TAXES 

Although the Agricultural Adjustment Act, under which processing 
taxes were levied, was declared unconstitutional in 1936, it is useful to 
discuss the incidence and effects of these taxes in some detail for they 
represent one of the most interesting experiments in taxation in the 
twentieth century. In the court decision on the taxes the minority of 
the Supreme Court accused the majority of rejecting this legislation 
simply because they believed it bad legislation and not because it was 
actually unconstitutional. It is not unlikely that when the need arises 
and government lawyers succeed in framing the tax in a less objection¬ 
able manner, similar experiments may be tried in the future. 

At the time that the Act w^as declared unconstitutional, a serious 
question existed concerning taxes that had been paid under protest. 
Many processors had presumably been reimbursed tlirough price in¬ 
creases in the products they sold. The Unjust Enrichment Tax was 
passed to divert to the Treasury 80 per cent of any windfall gain de¬ 
rived in this way. The task was then begun of refunding processing taxes 
to the (ixtent that they had not been shifted. The theory of shifting and 
incidence thus became a matter of practical policy.This precedent is 
potentially of the greatest importance. It seems worth while, therefore, 
to discuss the incidence and effects of processing taxes in much greater 
detail than the present status of the processing taxes themselves would 
warrant. 

Processing taxes strongly resemble excises. They may be defined as 
“levies on the first domestic processing of basic agricultural commodi¬ 
ties.”^- Their extent may be judged from the fact that they were in effect 
on wheat, cotton, corn, hogs, tobacco, sugar, and peanuts, and that im¬ 
port compensation taxes and compensating taxes on other competing 
commodities were imposed.*^^ These taxes were instituted primarily to 
raise revenue to carry out a recognized, necessary, economic adjustment 
between agriculture and non-agricultural industry. They were devices 

See the section on “Pro<^essing Tax Refunds” in Wirlh F. Ferger, “The Role of 
h>onomics in Federal Tax Administration,” National Tax Journal, June, 1948, pp. 
98-102. 

M. S. Kendrick, “The Processing Taxes and Some Problems Raised b> Them,” 
Journal of Farm Economics, May, 1935, p. 307. 

73 Ibid., pp. 307, 310, 311. 
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for redistributing income and were the “financial heartof the Agri¬ 
cultural Adjustment Act program whereby producers were paid for cur¬ 
tailing production. We shall examine the significance of these taxes in the 
light of their incidence and effects on the middlemen (miller, packer, re¬ 
tailer, etc.), the consumer, and the primary producer. 

Shifting and Incidence 

In a discussion of the incidence of these taxes it is possible to supple¬ 
ment our a priori analysis with the results of practical studies. The oper¬ 
ation of the tax was under the close observation of competent students 
many of whom attempted statistical studies of the results. It is possible 
to quote observers who made a first-hand study of the taxes at the time 
that they were in force. 

Incidence on Consumer 

The theory of the Act, of course, was that the processing taxes were 
shifted forward.In this regard an interesting point came up at a confer¬ 
ence of the National Tax Association. One of the participants asked, 
“All of the taxes paid by corporations in the United States amount to 
$4,400,000,000 and this processing tax is going to amount to $4,700,- 
000,000. Well, gentlemen, if that is a deductible item in your income 
taxes, where are you going to get any income taxes?” To this, the reply 
was made in part, “It seems entirely possible that thevSC taxes, being a 
business expense, being added to the cost of doing business, being na¬ 
tional, become a part of the consumer’s charge, and really will be an 
indirect sales tax, another one of the taxes which are paid in the bill of 
the American consumer.”^® One investigator presented figures showing 
that the cotton tax was added to the selling price of cloth.But another 
researcher made an analysis of the consumers’ demand curve for pork 
and the farmer’s supply curve for hogs and concluded that the consumers 
were not paying the tax.^® This apparent conflict may mean either that 
the incidence was different for different commodities or that one of the 

M. S. Kendrick, op. cit.y p. 307. 

Ibid., p. 310. 

Harold M. Groves, in the discussion of processing taxes in National Tax Associ'- 
ation Proceedings, 1935, p. 192. 

Myers, “Processing Taxes and Problems Raised by Them: Discussion*' 
Journal of Farm Economics, Vol. 17, May 1935, p. 319. 

Shepherd, “Incidence of the Processing Tax on Hogs,” Journal of Farm 
Economics, Vol. 17, May 1935, pp. 323-26. 
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above investigators (or both) was in error. In any case, it cannot be 
taken for granted that the consumers paid the tax. The usual economic 
analysis of commodity taxes seems to be indicated. 

Incidence on the Middleman 

None of the research workers advanced the opinion that the imme¬ 
diate incidence of the tax rested on the middleman. On the contrary, one 
of them gave figures showing that the cotton tax was added to the price 
of cloth and was not borne by the cotton mills,and another in his dis¬ 
cussion of the incidence of the tax on hogs presented figures and a chart 
showing that packers were not paying the tax or any substantial part 
of it. He also showed that the retailers were not paying the tax.^° 

Incidence on the Primary Producer 

There is something to be said for the view that the incidence of the 
tax was on the farmers themselves. One observer said, “Farmers say that 
the packers have forccid the hog processing tax back on them, rather than 
on th(^ city consurner.”^^ Another, after the analysis of the consumer’s 
demand curve for pork and the farmer’s supply curve for hogs noted 
above, concluded; “It appears, then, that the farmer ‘pays the process¬ 
ing tax’ himself. That is the conclusion of economic theory, and that 
conclusion is confirmed by the evidence of the facts.’’®^ Professor Blough 
has agreed with this conclusion.^® 

Conclusions on Incidence 

Such is the nature of the practical evidence and opinions advanced 
by these research studies: the middleman did not pay the tax; the inci¬ 
dence on the consumer is doubtful; and the farmer paid a substantial 
portion at least of the tax himself. From the point of view of economic 
theory, these conclusions would be expected if the middleman had both 
a monopsonistic and a monopolistic position (both with respect to pur¬ 
chases from the producer and sales to the consumer), and that he has 
previously more fully exploited the consumer end than he has the pro¬ 
ducer end therefore forcing the tax back to the producer rather than 
attempting to place it on the consumer. In view of the improved position 

L. Myers, op. ciL, 1935, p. 319. 

C. Shepherd, op. city 1935, p. 323. 

R. Clapper, in Review of Reviews, October 1934, p. 35. 

C. Shepherd, op. ciL, p. 326. 

J. R. Blough, Journal of Farm Economics, 1935, pp. 335, 338. 
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of the farmers through benefit payments together with the well-known 
institutional fact that the processing stage is relatively more monopolized 
than either the producing or consuming stage, the reasons for the statisti¬ 
cal results are readily understood. 

Effects of Processing Taxes 

A study of the effects of processing taxes provides an interesting 
opportunity to investigate tax consequences in a limited economic sphere. 
The difficulty, however, is that the agricultural reduction program was 
so integrally related to the tax program that it is almost impossible to 
disentangle the one from the other. The discussion that follows should be 
considered a suggestive rather than a conclusive economic analysis. 

Consumer Demand 

The effects of the tax on the consumer will depend on whether the 
incidence is on him and on his elasticity of demands One study showed 
that the consumer had been paying out approximately equal amounts of 
money for pork each year.*^ The implication of this is that he would 
consume a smaller amount of pork per year since the price would rise 
either because the incidence of the tax was on him or because of the in¬ 
creased price resulting from the accompanying reduction program. The 
effects of the reduction program are inseparable from the effects of the 
processing tax, so that even if the incidence of tlic tax was not on the con¬ 
sumer he would have been affected by the higher price caused by the re¬ 
duction program. The exact extent of these effects wwild depend on how 
elastic is the consumer’s demand for the products involved. Taken as a 
whole the demand for the products which were involved in the program 
may be expected to be relatively inelastic. Hence the physical volume of 
consumption would be maintained and the outlay would be increased at 
the expense of other types of consumption. 

Production and Enterprise of the Middleman 

With respect to the middleman Kendrick pointed out that “profit 
from processing may be affected by excessive shifts in consumption in 
two ways: (1) The processing may have to be financed on a smaller 
margin betw^een the price of the raw material and that of the finished 
product; (2) the processing may be done on the same margin, yet profits 
suffer or losses appear because of the smaller volume of business over 

C. Shepherd, Journal of Farm Economics^ 1935, p. 329. 
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which indirect costs are spread.”®® Another researcher, having in mind 
the reduction program, stated that the packer’s gross and net income 
was reduced because of the reduction in volume of hog slaughter and 
because of the overhead expenses.®® 

But Kendrick hastened to add that “such decline in profits from 
either elTcct is not permanent. In the long run, profits in an industry 
suffering from an excessive shift in consumption caused by payment of 
a pro(!essing tax will be restored to their former competitive relationship 
by the slow process of readjustment of capital investment.”®^ Another 
autlior minimized the burden on the middleman and pointed out that 
“the tax does not require as mudi capital to finance the commodity , . . 
as would be required if prices were higher by the amount of the tax” 
and that “processors have received a certain amount of financial assist- 
ance by reason of the fact that in many instances the proct^ssed articles 
have been sold and payment received (with tax included) before the 
processor has paid the government” and that a postponement of pay¬ 
ment for 180 days could be obtained.®® It has also been pointed out that 
the retailer’s gross and net income was little affected because he handled 
so many products.®® Hence we may conclude that production and enter¬ 
prise in the processing stage were not substantially affected. 

Production and Enterprise of the Primary Producer 

In considering the effects on the production and enterprise of the 
primary producer, the beneficial effects of the reduction program must 
not be overlooked. Even if the farmer did pay the tax he may have 
benefited from the higher price resulting from the shorter supply.®® In 
support of this view there are figures showing that “the farmer’s net 
income is substantially increased by hog reduction.”®^ The farmers also 
benefited through the less intensive cropping which the Act encouraged 
and made economically possible.®^ 

Nevertheless, if some of the incidence of the tax was on the farmers, 
some unfavorable effects may be expected. It is true, as Blough says, 

M. S, Kendrick, “The Prex^essing Tuxes and Some Problems raised by Them,” 
Joiirna} of Farm Economics, May, 1935, p. 311. 

C. Shepherd, Journal of Farm Economics, 1935, pp. 328-29. 

Kendrick, loc. cit. Processing Taxes and Some Problems Raised by Them,” 
Journal of Farm Economics, May, 1935, p. 311. 

L. Myers, Journal of Farm Economics, 1935, p. 318. 

Shepherd, op, cit, p. 329. 
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that “if the incidence of the tax is on the farmers producing the taxed 
commodities, the tax serves merely as a means of inducing all producers 
to join in the crop reduction program.” But more serious results may have 
occurred for the farmers expected to have their income increased through 
both higher prices and cash benefits, and “resentment against a program 
that thus led them into believing that they would get something for 
nothing might result in its overthrow in spite of its benefits through 
crop reduction. 

Distribution of Wealth and Income 

The potentiiil effects on distribution were greater than appeared on 
the surface. In so far as the incidence of the tax was on consumers, then, 
as Blough says, “ . • . the processing taxes amount to a subsidy that one 
great class of citizens is obliged to pay to another great class of citizens 
to induce this latter class to restrict output and raise prices ... If the 
incidence of the processing taxes is on consumers a great precedent has 
been set for the redistribution of wealth and income among producing 
classes by the taxation-subsidy system.” But this, as Blough points out, 
is not so desirable as it may appear to be: “There might well arise ex¬ 
treme resentment against a program that penalizes the consumer not 
only by a reduction in supply but also by forcing him to pay the subsidy 
with which the government entices the farmer to pai*ticipate in the pro¬ 
gram. This resentment might very possibly result in an overthrow of the 
whole program.”^^ 

The same sort of effect occurred in so far as the incidence was on the 
middleman, “If, by chance,” says Blough, “the incidence is on the 
packers or other middlemen groups, the processing taxes might properly 
be considered an epoch-making step in the reduction of the margins of 
the middlemen in the processing and marketing of farm products.”®*^ 
However desirable, this possibility is unlikely, as has been shown. 

In so far as the incidence of the tax was on the farmers and the 
process of shifting was not a very arduous one, the redistributive effects 
of the tax may be neglected in view of the benefit program. 

Conclusions 

With regard to incidence, it appears unlikely that the middleman 
absorbed any substantial part of the tax, but as to whether the bulk of 

®®R()y Blough, “AAA Processing Tax on Hogs: Discussion” Journal of Farm 
Economics, Vol. 17, May, 1935, p. 338. 
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the tax was borne by the producer or the consumer it is difficult to say. 
The situation is summarized by the statement: “Actually, the Govern¬ 
ment doesn’t know who pays the processing tax.”^® The evidence pre¬ 
sented above seems to indicate that both producer and consumer bore 
part of the burden. As for the effects—they can be estimated only in 
conjunction with the crop reduction program. Through crop reduction 
and increased prices there was a net benefit to the farmer at the expense 
slightly of the middleman but mainly of the consumer. 

When we discuss broader implications we open the way for greater 
difference of opinion. One expert, who discussed at length the manner in 
which rural areas have suffered at the hands of urban areas, saw in the 
processing taxes “the beginning of a movement in the right direction. 
Another offered a word of warning—“It should be observed that the use 
of taxes to finance a program of crop reduction involves a serious danger. 
It would be a most serious matter if the farmers became convinced that 
the way to prosperity lay in continued crop reduction. If every group 
in the community, seeing the farmer’s success, were to adopt the same 
philosophy we should soon lower our standard of living to a serious 
degree.”^® Moreover, the assessment of taxes to finance a program of 
“plowing under,” while there was undernourishment and starvation, 
could scarcely be considered the ideal method of regaining prosperity. 
It would seem that the program which was carried out by the Surplus 
Commodities Corporation and similai’ agencies was potentially as effec¬ 
tive in benefiting the farmer as was a crop reduction program, and at 
the same time does not involve the serious social, to say nothing of legal, 
objections which could be raised against the latter. 

IMPORT TAXES 

In any discussion of import taxes it is necessary to distinguish the 
protective element, present in both revenue and protective tariffs, from 
the revenue element itself. The relatively unimportant revenue element 
is essentially the same in its incidence and effects as a manufacturer’s 
sales tax or as an excise tax. The protective element has far-reaching 
effects. Any adequate discussion of the economic effects of tariffs would 
have to be so large a project that it must be considered outside the scope 
of this book. We can mention only a few points of resemblance with 
other taxes and a few general aspects of import duties. 

R. Clapper, Review of Reviews, October, 1934, p. 33. 

J. T. Sanders in Proceedings of the National Tax Association, 1935, p. 180. 
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With respect to the protective tariff as a whole, which includes both 
revenue and protective elements, we have the paradoxical situation that 
the tax not only j)roduces less revenue the higher it is but it is actually 
pushed higher and higher in order that it produce less revenue. Apart from 
general tariff structure there are a few special import taxes which apply 
to certain commodities. Among these are duties on coal, copper-bearing 
ores, fuel and mineral oils, lumber, petroleum and derivatives, certain 
seeds, and certain vegetable oils. 

A profound difference between sales or excise tax and tiie tariff must 
be noted. Revenues from import taxes have been notoriously unstable 
in the United States. In the niiieteemth century, particularly, embarrass¬ 
ing Treasury surpluses and deficits were caused by the tariff. This is easy 
to understand in so far as imported goods are non-esscnlial and are 
highly elastic to fluctuations in the national income. Where the revenue 
tariff is placed on a few articles of staple coiisumplion, however, the 
customs revenue is much more stable, as may be demonslrated from 
experience in h]ngland.'*‘^ 

The receipts derived from a protective tariff are even more unstable 
than the receipts from a revenue tariff. The rates in a revenue tariff could 
conceivably be adjusted rapidly in relation to changing economic con¬ 
ditions. In the case of a protective tariff, however, tlu're ani political and 
social fa(;tors which introduce an important element of inflexibility. The 
rates tend to remain fixed and the receipts therefore vary greatly with 
changing economic conditions. 

The tariff* therefore has had important fiscal (‘.onsequences through 
the direct effect on revenues. Indirectly it is also of considerable fiscal 
importance. Prior to the last war some authors pointed out that a lower¬ 
ing of tariffs would make possible a greater payment of war debts through 
increased trade. This revival of trade would increase customs receipts, 
would stimulate business activity, and would therefore increase the yield 
of domestic taxes.Thus lower tariffs would make possible a reduction 
in public debt in two ways: (1) It would make possible an actual transfer 
of funds to the government by the debtor nations; (2) it w^ould increase 
both customs and domestic tax revenues (provided that domestic trade 
is not disrupted by the action). The present situation may seem to be 
different because of the impoverishment of Europe and her inability to 

T. 0. Williams, “Tariffs and Economic Nationalism,” Sovdh African Journal of 
Economics, 1934, p. 48. 

Balancing the Budget, Federal Fiscal Policy During the Depression, Public Policy 
Pamphlets No. 1, pp. 23-24 (Chicago: University of Chicago Press, 1933). 

304 



CAMTAL stock taxes 


supply large quantities of goods in trade. Any improvement in this situ¬ 
ation strengthens the traditional argument and emphasizes once again 
the fiscal consequences of reduced tariffs. 

CAPITAL STOCK TAXES 

Many state governments have imposed taxes on the equity element 
of a corporation. This may take tlie form of a tax on the capital stock 
or on the excess of the value of the business as a whole ov(m* the value 
of tangible assets. They are often associated witli “franchise'’ taxes 
imposed for the privilege of doing business in the state. The taxes are 
usually small in amount and have negligible economic effects. 

A federal capital stock tax was in operation during World War I 
btit was dropped in 1926. The Declared Value Excess Profits Tax whicli 
existed in the United States from 1933 to 1915 was not really a tax on 
excess profits but rather a device for taxing capital stock. Under the 
Capital Stock Tax which existed during the same period tliere was a levy 
of $1.25 on each $1000 of llie capital sto(‘-k of a corporation. The difficult 
question of valuing capital stock existed. Corporations were permitted 
to set their own value. Since this would obviously lead to abuse, the 
corporation’s earnings were us(xl as a device for checking on the reason¬ 
ableness of the valuation put on the capital stock. A tax of 6.6 per (;ent 
was imposed on all jirofits in excess of 10 per cent (but not in excess of 
15 per cent) of the valuation declared by the (‘ompany and 13.2 per cent 
on the oxceiss over 15 per (^ent. I’liis provided a fascinating “guessing- 
game for lawyers and accountants, but its effects on business oper¬ 
ations w(Te probably nil. 

Cf. Harold M. Groxci^, Posfivar Taxation and Economic Progress^ pj). 82-83 (Nr.w 
York: McGraw-Hill Book Co., 1946). 


305 



Reforming the Tax System 


An examination of the contents of the preceding chapters will indi¬ 
cate that all taxes have some undesirable consequences. It is difficult to 
conceive of any tax which is entirely good. That does not mean, however, 
that modifications in the tax structmre may be made indiscriminately. In 
order to achieve the desired end, whatever it may be in the particular 
circumstance, there may be a variety of possible tax devices varying in 
the extent to which they ini;identally have undesirable effects. No tax 
can be evaluated unless its purpose is known. A tax which may be de¬ 
sirable for one purpose may be completely unacceptable for another. 
Thus it is necessary to stale the objective of the tax program clearly 
before tax policies and tax reforms can be considered adequately. As a 
prerequisite to a consideration of these matters, a review must be made 
of the incidence and effects of the various classes of taxes. 

Limitations of Analysis of Incidence and Effects 

Considerable effort has been made above to evaluate a large number 
of different taxes. Who pays the tax? Who really bears the burden of 
the tax? What are the effects on consumption, production, savings, 
capital formation, economic fluctuations, and economic progress? These 
are some of the questions which have been asked. Answers have been 
attempted under stated conditions. We must be very cautious in gener¬ 
alizing the results, especially if we are to make specific recommendations 
for reforming the tax system. 

Variety of Conditions Affecting Degree of Shifting 

In Chapter 8 we saw that there was a discouraging variety of shift¬ 
ing conditions to examine:/oraard and backward shifting; markel period, 
short-run, and long-run shifting; shifting under conditions of pure com- 
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petition^ monopolistic competition^ and monopoly. There is unfortunately 
no way to avoid any part of this analysis. True, many of these distinc¬ 
tions are neglected in some of the most authoritative of existing books 
on public finance. The confusing and untenable results contained therein 
stand as mute testimony to the need for a sharper analysis. 

A recognition of the various types of shifting and attendant con¬ 
ditions does not make the analysis any more theoretical. On the con¬ 
trary, it makes it more realistic. It recognizes the various practi('al 
possibilities and indicates what shifting is likely to take place under 
them. A failure to allow for the variety of conditions which may be 
faced would make the analysis less applicable to reality and, as the 
terms are commonly used or abused, more “theoretical” or “abstract.” 
The net effect is, however, that generalizations as to shifting and inci¬ 
dence are difficult to make. 

Shifting the Tax Does Not Necessarily Shift the 

Burden 

Shifting a tax is often considered to be synonymous with avoiding 
the “burden” of the tax,^ Using the term “burden” here in its ordinary 
sense, the two ideas arc not necessarily the same. It is actually one thing 
to shift a tax completely by raising the price of the taxed article by the 
full amount of the tax and another thing to avoid any burden. A short- 
run example may make this point clear. An increase in the price of any 
article will, barring concurrent and off-setting changes elsewdicre, result 
in a reduction in amount demanded, with few exceptions (notably the 
case of completely inelastic demand). This must mean less profit than 
before the tax was imposed and the price whs raised. If it meant more 
profit or the same profit dcvspite the tax, then we assume that the manu¬ 
facturer would have set the price at the higher level before the tax was 
ever imposed. 

Suppose that a shoe manufacturer finds that he can make the most 
profit by selling his shoes at five dollars a pair, at which price he can 
sell a thousand pair a week. Any other price will give him a smaller 
profit. Now a tax of a dollar a pair is imposed and the manufacturer 
finds that the most profitable thing for him to do is raise the price to 
six dollars, thus “shifting” the tax completely. Yet the new profit after 
taxes must be less than the profit he had made before the tax. He, there- 

^ For instance, von INIering in his Shifting and Incidence of Taxation says (citing 
Pantaleoni): “Shifting of the tax: through suitable price changes the payer succeeds 
in avoiding all or part of the tax burden” (p. 3). 
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fore, bears some of the “burden” of the tax, since his profits are reduced, 
yet the tax has been shifted completely. 

This is not a contradiction. It is merely that shifting has to do with a 
change in price and a change in price docs not necessarily solve every¬ 
thing. It is clear that an evaluation of particular taxes cannot be confined 
to the question of tax shifting alone. 

Analysis of Shifting and Effects Is Useful in Spite of 

Llmitations 

Not all taxes are dealt with in detail in the discussion of incidence 
and e(re(^ts. l^ven the humblest tax requires a full analysis for reliable 
conclusions on ec^onomic implications. General statements on shifting are 
very dangerous since the possibility of shifting a particular tax depends 
on the details of the tax and i)rcvailing competitive and other economic 
conditions. The discussion of incidence and cll’ects is designed to give the 
reader an example of how the probhun might be appr6af‘hcd in a practical 
case, what to watch for, and how^ to handle the relevant variables. The 
shifting of any particular tax evidently depends on a great variety of 
conditions. The effects of the tax cannot, how^ever, be evaluated with 
any degree of acouracy unless some judgment can be formed concerning 
the incidence of the tax. Here the analyst must decide vvliat conditions 
are most likely to be faced in practice and thereby obtain a working con¬ 
clusion regarding the incidence which may be used as a starting point in 
the examination of the other economic effects. Every field of economic 
policy is faced with the same dilemma. The fact that the variety of 
possible conditions has been explicitly recognized in the above diseuwssion 
should not in itself give the impression that conclusions reache^d in fiscal 
policy analysis are more tenuous than those reached in other fields of 
economic policy. 

Evaluation of Various Classes of Taxes 

Any tax, regardless of how small it may be, has economic effects 
which cannot be ignored. A prohibitive tax interferes with some economic 
activity or forces it underground. A revenue-producing tax involves a 
transfer from the public to the government. The funds transfened might 
have been used for the purchase of consumption goods, securities, and 
actual capital goods or may merely have reduced cash balances which 
were not replenished. A reduction of cash balances would usually carry 
with it an attempt to replenish them by cutting down on consumption 
or investment or both. All these possible effects (with the conceivable 
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exception of the unreplenished cash balances) have unfavorable economic 
effects to a greater or less extent. The reduction in consumption has an 
unfavorable effect on business activity; the reduction on the purchase of 
capital goods likewise reduces the volume of business; and the reduction 
in the savings devoted to the purchase of securities tightens the credit 
market. The last would have serious effects to the extent that the bank¬ 
ing system is not lending with perfect freedom. Thus all taxation, in the 
merely mechanical aspect of transfering funds from public to govern¬ 
ment, tends to reduce the volume of national income and business 
activity. 

Before looking at the less mechanical aspects of the question, we may 
classify the various taxes according to whether they primarily affect con¬ 
sumption or investment in the first instance. The following taxes would 
tend to affect consumption: excise tax, revenue tariff, payroll tax, sales 
tax. The following would tend to affect consumption to a lesser extent: 
income, inheritance, and property. Other taxes might be said to affect 
consumption negligibly. Investment is affected to a large extent by in¬ 
come, inheritance, property, undistributed profits, and excess profits tax. 
The other taxes affect investment directly but only to a negligible extent. 
Whether the “investment” actually means a tightening of the credit 
market such that capital formation is reduced depends on the banking 
system. Here it should be stressed that we are discussing short-run 
effects, i.e., before the long run has arrived and the taxes are “diffused” 
over the whole system. 

A word may be said about the distinction made throughout this book 
between the economic effects on “individual money savings” and that 
on capital formation. We have done this a number of times but the point 
is so important and the possibilities of confusion so great that another 
reference to the analysis is warranted. If a projected capital investment 
is considered profitable and the funds are not available from private 
investors, those funds may possibly be obtained from the banks. The fact 
that it may not be easy to obtain funds from the banks does not upset 
the general conclusion that we cannot look merely at the individual 
savings to determine the national supply of capital goods. As a result of 
this sort of error, we find some authors unearthing a “shortage of capital” 
at every turn. For instance, in discussing the downturn of 1937, Colra 
and Lehmann say, “At least it seems safe to conclude that a shortage of 
adequate capital funds would have become a serious problem if other 
factors had not reversed the tide of business. . . . The shortage of capital 
funds, especially the shortage of funds available for investment in com- 
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mon stocks, has been blamed on the new tax laws, and to the extent that 
this shortage caused insufficient private investment, taxation has been 
blamed for the present situation.”^ To give content to these conclusions 
the authors would have to show that plans for profitable capital in¬ 
vestment had to be abandoned merely because private savings were 
reduced. 

Turning from the mechanical transfer of funds from public to govern¬ 
ment, taxes can have other effects than merely cutting down consump¬ 
tion or investment in the direct manner discussed above. The amount of 
revenue received as a result of the protective tariff, for instance, is not 
an indication of its economic effects. The amount of revenue received 
from an undistributed profits tax does not measure the effect that such 
a tax might have. Further effects on either consumption or investment 
or both may be expected as a result of the effect of the relative profit¬ 
ability of the uses to which different economic resources may be put; 
similarly with other taxes. The indirect influences should not be lost 
sight of for they may be much more important and far-reaching than 
the direct mechanical influence. Some of the indirect influences may con¬ 
ceivably be beneficial to business activity. Such “incentive” effects are 
relatively unimportant in general. We cannot escape the general con¬ 
clusion that taxation in itself is deflationary and detrimental to business 
activity; and may offset to a greater or less extent the efforts of govern¬ 
ment to promote recovery. 

Some taxes, such as progressive income and estate taxes, may some¬ 
times have virtually no unfavorable economic consequences, but it may 
sometimes happen that through their influence on the supply of capital, 
they might seriously deter private investment. Finally, we must distin¬ 
guish between short-term and long-term economic effects. A tax might 
have some slight detrimental eflects on business activity in the short run 
through a reduction in available working capital. This might possibly 
have resulted from the undistributed profits tax. But in the long run it 
may actually be looked on with favor if self-financing is considered un¬ 
desirable for the firm or the economy. 

Taxes on Commodities and Services 

There are a few words that might be said specifically about com¬ 
modity taxes as a background for reforming the tax system. One im¬ 
portant warning that must be mentioned in connection with commodity 

* Colm and Lehmann, Economic Consequences of Recent American Tax Policy^ 
Supplement I, Social Research 1938, p. 63. 
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taxes is that the shifting process is a very uncertain one indeed. There is 
no assurance that the tax will be passed on to the consumer; and there is 
no assurance that the commodity taxed will be the one which actually 
bears the tax. Either of these conditions would defeat the purpose of 
many a commodity tax which exists. There is also some possibility of in¬ 
direct effects upon tax-free commodities through increased demand for the 
latter which would result from shifts away from the taxed commodities. 

It is possible that the tax will be absorbed by the businessman instead 
of being shifted to the consumer. This will occur where certain established 
price lines, for instance, $2.98, are in force and the businessman hesitates 
to raise the price to, say, $3.14. It may also occur even where there are 
no established price lines and the businessman has calculated (or guessed!) 
that the price-without-tax will make possible so much greater a turnover 
than the price-with-tax that it pays him to absorb the tax himself in 
order to keep sales up. This is just an example of a case where profit 
per unit of capital invested is higher with a lower margin on sales than 
with a higher margin on sales. The higher the tax the less likely it is 
that this sort of absorption will develop. After the tax is imposed a study 
would have to be made of prices in the commodities affected in an attempt 
to see whether absorption by the businessman is taking place. 

Likewise, there is no assurance that the businessman will make the 
commodity which is taxed actually bear the tax. In a large store, with a 
variety of products, it may well be advisable for the businessman to im¬ 
pose the tax upon (that is, raise the price of) a tax-free commodity which 
he considers better able (from the point of view of sales and profits) to 
bear the tax. Departmental and “5 and 10” stores are the most likely 
places for this sort of practice. 

In this case, too, the effectiveness of the tax for the purposes for 
which it was imposed will depend on the height of the tax. A low tax 
can readily be shifted from one commodity to another. A hundred per 
cent tax, however, will certainly be felt at least partly by purchasers of 
the commodity taxed, for otherwise that commodity would be sold at a 
loss. To take an extreme example to bring this home, if a ten dollar article 
is taxed ten dollars, and is still sold for ten dollars in all to the consumer, 
the businessman is effectively receiving nothing, for he must turn over 
the whole ten dollars to the Treasury. Hence, we may be certain that 
part of the tax, at least, will be added to the price of this commodity. 

A heavy tax imposed on one commodity will shift demand to close 
substitutes if these substitutes are tax free or are not taxed so heavily. 
It may be that these substitutes were plentiful to begin with and no tax 
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was necessary. Through the increased demand, resulting from the shift 
away from the taxed commodity, there may now be a danger of an in¬ 
flationary price rise in the formerly plentiful commodity. In this way 
one tax will beget another, just as one priority begets another. The 
administration of a comprehensive system of sales or excise taxes is no 
easy task. 

Ttiroughout this discussion of commodity taxes we have stressed the 
contention that the use of commodity taxes brings with it many un¬ 
desirable and harmful consequences. Granted that some way had to be 
found, following World War I, during the Great Depression (and possi¬ 
bly during World War II) to provide increased revenues in order to 
balance budgets, why was commodity taxation chosen in many countries ? 
Shirras suggests an interesting answer: 

To tlie financier indirect taxes are invariably tempting. By these he can reach 
the poorer classes on whom it is difficult if not altogether impossible to levy direct 
taxes. . . . Many indirect taxes are productive, and to the Finance Minister, who 
has to get revenue with as little fuss as possible, that is of first importance. They are 
also convenient and less irritating than direcit taxes. Thus a large revenue can be 
raised with little protest. This sometimes tends to promote extravagance. It is 
expedient to have balance between direct and indirect taxation. IndircHJt taxation, 
therefore, prevents exclusive concentration on the important direc^t taxes and pre¬ 
serves the golden rule that the collection of a State’s revenue should be on as broad 
a basis as possible. Too heavy taxation, direct or indirect, at any point or points 
will tend to evasion, and to the interference with and the crippling of industry.”* 

But this cannot be a complete answer. We have seen there are many 
disadvantages to commodity taxes. Why then was the use of indirect 
taxation so extensive in the early part of the century? It may be that 
‘a theory of the bargaining which precedes the imposition of a tax* or a 
‘theory of pressure groups’ might explain the extensive use of regressive 
taxation. In the bargaining which precedes the imposition of a tax the 
consumer’s one-vote-every-so-often is of negligible importance. Espe¬ 
cially is this so in view of the likelihood of even that vote being used 
unintelligently—in matters of tax policy—because of the relative “silent¬ 
ness” and “painlessness” of commodity taxation. 

Will this tendency continue? It seems inevitable that it will. It may 
be true that “in the long run you cannot silence the conviction of the 
average man that taxes ought to be borne by individuals in accordance 
with their wealth.”^ But we live in the short run. And in the short run 

* G. F. Shirras, The Science of Public Finance^ 1927, p. 19. [Reprinted by permission 
of the Macmillan Company.] 

^Seligman, E. R. A., “Newer Tendencies in American Taxation,” Annals of the 
American Academyy Vol. 58,1915, p. 9. 
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the “conviction of the average man” has not succeeded in preventing 
the imposition of regressive taxes all during the long, long run that has 
elapsed since the time when the first regressive tax, whatever it was, 
was imposed. The extent of the use of regressive taxes may fluctuate 
with the fluctuations of the business cycle and with the state of national 
defense, but there is no reason to believe that these taxes will ever be 
dispensed with entirely. 

Taxes on Income and Wealth 

With a few minor exceptions, such as that of the poll tax, the analysis 
of the preceding chapters indicates that the main impact of taxes on in¬ 
come and wealth has been on the volume of money saving in the past. 
More recently, with low exemptions, income taxes have cut into con¬ 
sumption. These taxes are essentially a transfer to the government from 
individuals and enterprises of funds which would have been or have 
already been saved. Even with large exemptions there is also some direct 
effect on consumption. The mechanical nature of these direct transfers 
should not obscure the fact that many of the taxes such as those on 
capital gains and undistributed profits have further potential effects on 
enterprise. For ordinary peace-time conditions witli less than full em¬ 
ployment, it is not difficult to find economic arguments against these 
taxes because the unfavorable effects of any tax become more prominent 
than at any other time. 

But we must not ignore the broader social effects. Taxes on income 
and wealth can more readily be made progressive than can taxes on 
commodities. Hence the former types of taxes are usually associated with 
the redistribution of wealth and income. Curiously, in the aristocracy 
of Plato we find the law that any one who acquires more than four times 
the average of the citizens must relinquish the excess to the state. More¬ 
over, in this connection we may mention that the redistribution of income 
and wealth appears in some proposals to prevent unemployment. In 
recent years Keynes has argued that a redistribution of wealth and 
income would tend to increase the propensity to consume and thus have 
long run favorable effects on production and employment. 

Indirect vs. Direct Taxes 

One of the fundamental tenets of modern tax theory is that direct 
taxes are preferable to indirect taxes as far as the taxpayer’s level of 
satisfaction is concerned. A given amount of revenue raised through an 
income tax, for instance, leaves the taxpaying consumer better off than 

313 



TAXATION 


the same amount of revenue raised through a commodity tax. The argu¬ 
ment is essentially that the commodity tax effectively changes the price 
of the commodity and this introduces a distortion in the individual’s 
expenditures which does not take place under an income tax.® This has 
been called the “excess burden of indirect taxation.” 

Wald has shown that relative to leisure, even income taxes have an 
“excess burden” in that they distort the relation between leisure hours 
and working hours.® Only those taxes which are not dependent for their 
magnitude on any decision of the taxpayer have no “excess burden.” 
Poll taxes and windfall taxes are examples. 

The fact that, in relation to a certain standard, income taxes as well 
as commodity taxes have an “excess burden ” does not impair the validity 
of the classical conclusion tliat income taxes are preferable to commodity 
taxes as far as the taxpayer’s level of satisfaction is concerned. It merely 
shows that there arc some taxes which are even more desirable than in¬ 
come taxes in that respect. There is still an excess burden of commodity 
taxes over income taxes which is in no wise diminished or belittled by 
the fact that there is an excess burden of income taxes over, say, poll 
taxes.^ 

Some Reforms in the Tax System 

Suggestions for tax reform must be based on assumptions regarding 
the economic, social, and political aims of government. Should the gov¬ 
ernment try to equalize income and wealth? Should it try to stabilize 
economic activity? Should it try to maximize the standard of living? 
Should it try to maximize employment? These are a few of the questions 
that may be asked. Each may call for different modifications in the tax 
system. In the following discussion emphasis will be placed on a dynamic 
stability of employment at a high level whereby continued investment 
and progress may occur with the necessary spurts and starts but without 
substantial decline in business activity. 

Flexible Tax Policy 

Changes in tax rates are often made after the economic need for them 
has passed. In general, a lightening of the tax load in depression and an 

* For an excellent up-to-date review of this argument, see Haskell P. Wald, “The 
Classical Indictment of Indirect Taxation,” Quarterly Journal of Economics, August, 
1945, pp. 577-96. 

* Loc. ciL 

Wald’s conclusion on this point is not in agreement with this. He says, “The oft- 
quoted theorem that all commodity taxes are more burdensome than income taxes 
. . . cannot be substantiated on a priori grounds.” Op. cit, p. 596. 
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increase in prosperity would assist in “neutralizing” the economic effects 
of taxes to a considerable extent. Since the main reliance of the federal 
budget is on the income tax, there is not much danger in the existing tax 
structure as a factor promoting instability. Tax revenues fall with income 
but the fall in income is not aggravated by the existence of the taxes. 
One exception to this generalization may be in the lower brackets where 
a substantial part of the amount paid in taxes might have been spent. 
Another qualification may be the high progressive rates wliich may im¬ 
pinge on venture capital. 

In considering the question of flexibility, we must not be misled by 
any conclusions regarding “harmful” effects which taxation may have 
on business activity. Under some conditions, e.g. at the height of a war 
effort, such “harmful” effects on certain activities may be precisely what 
is needed to make possible a transition from peacetime to wartime pro¬ 
duction. Conditions could be such that taxes which impinge on private 
savings actually retard capital formation. Nevertheless such taxes may 
actually be socially desirable through the “harmful” effects they have. 
Tax polic.y should therefore be as flexible as possible. As Cohn and 
Lehmann suggest, tax policy should be directed toward the fulfilment of 
certain long-run social aims but at the same time it should be capable 
of short-run adjustment to short-run conditions.^ The short-run adjust¬ 
ment would vary from case to case and would be different for times of 
peace and times of war. Although the need for a flexible tax policy is 
undeniable, there still remains a good deal of room for decision as to the 
extent of the flexibility, its nature, and as to the degree of effectiveness 
of a flexible tax policy, even at best. In practice there has always been a 
certain degree of flexibility in our tax system. In times of war it has been 
taken for granted that taxes should generally be increased. The rationale 
for the increase in taxes during the war has been fiscal, i.e. the need for 
more revenue, ethical, i.e. all should contribute more heavily owing to the 
exigencies of the war, and economic, i.e. it has been necessary to cut 
down on certain lines of consumption to release resources for productive 
purposes. In spite of this recognized need, tax increases have often been 
slow to come even in wartime. The peacetime response to inflationary 
and deflationary dangers has been even slower. 

Increased flexibility in tax rates would contribute greatly to the 
effectiveness of tax policy. The Board of Governors of the Federal 
Reserve System has the power to alter reserve requirements within 

® Gerhard Colm and Fritz Lehmann, “Economic Consequences of Recent Amer¬ 
ican Tax Policy,** Supplement I, Social Research, 1938, p. 87. 
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limits. Why not give equal power over tax rates to some competent 
body? The hmits would have to be specified rigidly and other conditions 
might have to be imposed. The proposal does not involve any greater 
degree of delegation of power than now exists in credit control and many 
other fields. The result would constitute a major reform in the tax system. 

Double Taxation of Dividends 

The double taxation of dividends has been widely hailed as a blemish 
on the American tax structure. The argument runs that the corporation 
pays a tax on its net income and then the shareholder pays a tax on 
dividends received out of that same net income. In the case of partner¬ 
ships or sole proprietorships or in the case of professional persons, no 
such problem arises. The claim is that venture capital for corporate 
enterprise is thereby discouraged. 

In considering this problem it should be borne in mind that the 
extent of double taxation is smaller than it may appear.® (I) Some 
dividends are distributed to individuals whose exemptions and deduc¬ 
tions are high enough to make their dividend receipts non-taxable. 
(2) Large amounts of dividends are paid to exempt organizations such 
as educational and charitable institutions. (3) Retained earnings which 
are permanently invested in the business are not submitted to double 
taxation except in so far as the capital gains tax applies to a higher level 
of security prices that may develop. (4) Owner-managers in closely held 
or controlled corporations may (within limits) pay themselves higher 
salaries, which are deductible for tax purposes, instead of dividends, 
which are not. 

Double Taxation as a Tax on Corporate Enterprise 

The existence of double taxation cannot be denied: the corporation 
is taxed on its income and the shareholder is taxed on the same income 
in so far as it is distributed in the form of dividends. Whether it should 
be removed or modified depends on the purpose, if any, of the double 
taxation. The extra tax paid on income produced by corporate enterprise 
may be considered a price exacted by the community for incorporation 
and the privileges which go with it But this price acts in a peculiar 
fashion. In itself it encourages the non-distribution of corporate income. 
A reduction in personal income taxes would, of course, reduce this 


®See Louis Shere, “The Fiscal Significance of the Corporation Income Tax,’* 
N.T,A. Proceedings^ 1947, pp. 13-14, 
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tendency. The tax law of 1948 was, in fact, expected to increase divi¬ 
dend distributions because of the reduction in personal income taxes.^® 
Together with the low rate long term capital gains tax the corporation 
income tax promotes the retention of earnings with a view to the ulti¬ 
mate sale of the shares of stock at a gain. The provisions of the federal 
income tax law which guard against excessive accumulation of surplus 
do not apply in a sufficient number of cases to be an effective safeguard. 
It is difficult to conceive of any wholesome economic end which would 
be served through this particular type of intervention in the free de¬ 
cisions of business firms. The major consequences of our business income 
tax structure have been discussed in Chapter 13. 

Double Taxation as a Penalty on Equity Financing 

Another way of looking at the double taxation of dividends is to say 
that dividend payments by corporations are not exempted from corpo¬ 
rate taxation the way interest payments are. This is perhaps the major 
consequence of double taxation. Although it is never a matter of com¬ 
plete indifference to a corporation whether to use bond or stock financing, 
yet very often the choice between them is very close. Thus double tax¬ 
ation discriminates against stock financing and in favor of bond financing. 
Since bond financing with its fixed interest commitment introduces a 
rigidity into the economic system which might lead to bankruptcies and 
thus depression, there is much to be said in favor of removing the dis¬ 
crimination from the point of view of economic stability. 

Remedial Devices 

Numerous devices have been proposed to eliminate the double tax¬ 
ation of dividends.^^ These devices are:^^ (1) The partnership approach 
whereby the shareholders are taxed at regular individual income tax rates 
on their full share of corporate profits whether paid out or not; (2) the 
dividends-paid credit approach whereby dividends paid out by corpora- 

*®J. K. Lasser, “New Tax Law and Speculation,” Commercial and Financial 
Chronicle^ June 17, 1948, p. 8. 

^^See Harold M. Groves, “Revision of the Corporation Income Tax,” N.T.A. 
Proceedings, 1947, pp. 100-104. 

Richard Goode, “Alternative Approaches to the Integration of Corporate and 
Individual Income Taxes,” N.T.A. Proceedings, 1947, pp. 134-45. 

John L. Connolly, “Alternative Methods of Taxing Corporate Earnings at the 
Personal Level,” N,T,A, Proceedings, 1947, pp. 146-50. 

George E. Lent, “Alternative Methods of Taxing Corporation Earnings at the 
Personal Level: The Withholding Approach,” N.T.A. Proceedings, 1947, pp. 151-60. 

J. Keith Butters, “Should the Profits of Small Corporations be Taxed Oke 
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tioiis are deductible for tax purposes by the corporation in the same way 
as interest payments; (3) the withholding approach whereby the tax paid 
by the corporations is regarded as having been withheld on behalf of the 
shareholders who then declare as income their dividends received plus 
the taxes withheld on account of those dividends but are credited with 
the withholding tax in computing net tax liabihty; and (4) the dividend- 
received credit approach whereby dividends received are exempted from 
part of the individual tax rates. One special form of the last proposal 
would reduce the corporate tax to the level of the first-bracket rate of 
the individual income tax and would exempt dividends received from 
that rate. It has also been suggested that partnerships might be taxed 
as corporations.^^ 

In evaluating these proposals(assuming orthodox methods of gov¬ 
ernment finance), the substantial loss of revenue which would result must 
be balanced off against any desirable economic effects of eliminating the 
double taxation of corporate income. Moreover, as Professor Ford has 
emphasized, the double taxation argument holds only on the assumption 
that corporate profits are not shifted. 

Accelerated Depreciation 

Accelerated depreciation has been proposed as a method of encourag¬ 
ing private investment and thereby (1) reducing the severity of down¬ 
turns in business activity and (2) speeding an upturn in case a depression 
has set in. Rapid amortization of capital equipment over a short period 

Partnership Earnings?” in IIow Should Corporations Be Taxed?y pp. 72-90 (New York: 
The Tax Institute, 1947). 

Harold M. Groves, Postwar Taxation and Economic Progress (New York: McGraw- 
Hill Book Co., 1946). 

Richard B. Goode, The Postwar Corporation Tax Structure (Washington: U.S. 
Treasury Department, 1946). 

See Robert Murray Haig (Chairman), “Final Report of the Committee of the 
National Tax Association on Federal Taxation of Corporations,” N.T,A. Proceedings^ 
1939, pp. 534-99. 

Goode, N,T,A. Proceedingsy 1947, p. 137. 

“Discussion,” N.T.A. Proceedings, 1947, pp. 169-71. 

^*See R. A. Musgrave, “Should an Absolute Corporation Tax be Retained?” 
N.T.A* Proceedings, 1947, pp. 111-20. 

Ellsworth C. Alvord, “Would Integration of Corporate and Individual Taxes In¬ 
jure Business?” N.T.A. Proceedings, 1947, pp. 175-79. 

William Vickrey, “The Effects of Integration of Corporate and Individual In¬ 
come Taxes on Business,” N.T.A. Proceedings, 1947, pp. 179-88. 

J. Keith Butters, “Would the Complete Integration of the Corporate and Personal 
Income Taxes Injure Small Business?” N.T.A. Proceedings, 1947, pp. 189-93. 

See Robert S. Ford, “Some Economic Aspects of the Present Corporate Income 
Tax,” Proceedings of the National Tax Association, 1947, p. 56. 
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of say five years is one form of this proposal. During the war of the 1940’8 
this was actually permitted in connection with emergency facilities. 
There are other forms of the proposal some of which would permit the 
management to decide on any period it desires. More liberal variants 
would even permit alterations in the period at the discretion of the 
management. A one-year write-off has also been proposed for serious 
consideration.^® 

Merits of the Proposal 

The proposal is based on the assumption that the businessman can 
see ahead more clearly over a short period than over a longer period. 
Presumably the businessman contemplating investment expects to make 
a profit on the investment but he holds his expectations with less and 
less certainty the farther they go into the future. If he can be assured of 
writing off his investment during a short period, say five years, he will 
therefore be able to charge the investment against expected earnings. 
Otherwise some of the depreciation will be “wasted” taxwise, that is, 
will be deducted or deductible in years of loss. This type of reasoning 
does not apply in the case of investments which require several years of 
development at a loss. A program of accelerated depreciation would have 
to permit of a waiting period before depreciation allowances would be 
made. A program which allows the tax payer to vary the depreciation 
period at will handles all possible cases, of course. Needless to say the 
tax loss to the Treasury will be very great unless the level of investment 
and income is raised as a result of this device sufficiently to offset a 
decline. 

Ineffectiveness of Rapid Amortization 

There is little reason to believe that a specific program of accelerated 
depreciation providing for, say, a five-year period for writing down of 
assets, will actually provide any substantial stimulus to the economy in 
the midst of a widespread depression. The main characteristics of such a 
period are of course very poor expectations and only the more far-seeing 
businessmen are likely to invest. But this means tliat they will look 
ahead to the future rather than immediate profits. If a short period of 
amortization is required they are likely to be discouraged from investing; 
and if it is optional they are not likely to expect to take advantage of it. 
Thus the plan is relatively ineffective under such conditions. 

*• See E. Cary Brown, “ Business-Income Taxation and Investment Incentives,” 
Income, Employment and Public Policy: Essays in Honor of Alvin H. Hansen, pp. 
300-16 (New York: W. W. Norton & Co., 1948). 
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Dangers in Rapid Amortization 

Rapid amortization will, however, encourage investment when the 
expectations of profit are high for a few years at least. In other words, 
the plan would be effective during prosperous conditions. It is liable to 
promote overinvestment and lead to an inflationary situation which 
could initiate or aggravate a downturn. A compulsory program of rapid 
amortization is rigid to the point of danger. An optional program is 
dangerous from the point of view of national business conditions in 
allowing wide discretionary powers to the businessman in a field where 
individual decisions are notoriously unreliable for the maintenance of 
national stability. All in all, although depreciation procedures are by no 
means perfect, any radical alteration of the type proposed carries with it 
as many potential dangers as advantages.*^ 

Averaging of Income and Carryover of Losses 

Another proposal which has received widespread comment is that in¬ 
come be averaged for income tax purposes. This is the most far-reaching 
of the proposals for tax reform considered here. Some provision of this 
sort exists in the corporate income tax through the limited carryover of 
losses but tliis is not general in the tax law and in any case is not quite 
the same thing as the averaging of income. The carryover of losses may 
be considered a special case of averaging of income. Full loss offsets, 
whereby the Treasury pays for business losses at the same rate as it 
taxes income, have also been suggested.*® 


Inequity of Present Procedure 

The inequity of the present procedure for tax collection on an annual 
income may be illustrated by the following example. Suppose that there 
are the following tax brackets: 


Net Taxable Income 
$ 0 to $ 2,000 

2,001 to 4,000 
4,001 to 6,000 
6,001 to 8,000 
8,001 to 10,000 


Bracket Rate 
20 % 
30% 
40% 
50% 
60% 


For a well-balanced discussion of accelerated depreciation, see John M. Blair* 
Howard R. Bowen, and C. C. Fichtner, Taxation, pp. 36~39 (Washington: Smaller 
War Plants Corporation, 1945). 

^®See E. D. Domar and R. A. Musgrave, “Proportional Income Taxation and 
Risk-Taking/* Quarterly Journal of Economics, May, 1944, pp. 38&~422« 
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Suppose there are two individuals who make the same aggregate in¬ 
come in two years, namely $10,000, but A makes $2000 the first year 
and $8000 the second year. Individual B makes $5000 each year. A’s tax 
liability is $400 the first year and $2800 the second year. The latter is 
computed as follows: $400 on the first $2000, $600 on the next $2000, 
$800 on the next $2000, $1000 on the next $2000. For the two years, 
therefore, his total tax liability is $3200 on an aggregate income of 
$10,000. Individual B, however, pays $1400 each year, making a total 
of $2800 on his aggregate income of $10,000 for the two years. Thus the 
tax law penalizes the individual with fluctuating income. Under a pro¬ 
vision for averaging income he would pay each year a tax on the average 
of the two years. Both individuals would pay the same total tax for the 
two years. 

Computing the Tax on Average Individual Incoime 

The precise method of determining the average is worthy of some 
study since the complications arc greater than may appear on the sur¬ 
face. If the averaging provision is for a two-year period, then the taxable 
income each year might be as indicated below: 


Taxable Income 


Year Number Actual Income (Averaged) 

1 $ 10,000 

2 8,000 $9,000 

3 4,000 6,000 

4 7,000 5,500 

5 3,000 5,000 


This would be the simplest method once the program is under way. 
There would, however, be the problem of initiating the program. Sup¬ 
pose that the program is initiated in Year 2. That would mean that in 
Year 1 the taxpayer will presumably have paid on $10,000 in the ordi¬ 
nary way. But if, as in the example, he then pays on $9,000 in the follow¬ 
ing year he will be paying on a total of $19,000 during the two years 
rather than only $18,000. A problem of this sort would not arise if the 
income in Year 1 were smaller than in Year 2. The solution seems to lie 
in allowing the taxpayer to make an adequate adjustment in Year 2, 
the first year of the operation of the averaging plan, so that the aggregate 
tax paid in Years 1 and 2 would not exceed what would have been paid 
without an averaging program. 
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Use of Tentative Tax and Rebates 

The difficulty with this plan as outlined above is that in a year of 
low income the tax liability may be high because the preceding year was 
one of high income. This is true particularly in Years 3 and 5. This will 
cause considerable difficulty for most taxpayers. Therefore the best pro¬ 
cedure may seem to be to collect each year the full tax on a non-averaging 
basis and then to collect only any differentials or to give rebates when a 
recomputation is made on the basis of an averaged income. In the table 
given above, in Year 1 the tentative tax would be on $10,000. This 
would come to $4,000. In the following year, with an income of $8,000, 
it becomes apparent that the taxable income for each year should have 
been $9,000, that is $3,400 for each year, or a total of $6,800. Therefore 
in the second year the taxpayer would be billed for only the differential, 
that is $2,800 ($6,800 minus the $4,000 paid). This also solves the prob¬ 
lem of initiating the averaging program. 

The device illustrated above requires further refinement in order to 
handle the third and subsequent years. Since the income in Year 3 is 
lower, an additional recomputation is necessary. The average of Years 
2 and 3 is $6,000, that is, a tax of $1,800 for each year. According to the 
previous computation the average tax attributable to Year 2 was $3,400. 
Should the average tax for Year 2 have been only $1,800? This would 
mean that the taxpayer is entitled to a credit of $3,400 minus $1,800 or 
$1,600 on account of Year 2. His tax for Year 3 is $1,800. Therefore his 
net tax payable in Year 3 is $200. This may seem to be too liberal a 
method of computation. Other devices can be set up if necessary. 

Need for Averaging in Case of Unincorporated Business 

In the case of unincorporated business firms the inequity of the 
present year-to-year basis of taxation is even greater than in the case 
of individual salary income because of the possibility of losses. Suppose 
that Firm A makes a loss of $4,000 one year and a profit of $8,000 the 
next year, while Firm B makes a profit of $2,000 both years. For the 
two years both firms have an aggregate net profit of $4,000. Firm A 
pays no tax the first year and pays a tax of $2,800 the second year, 
making a total of $2,800 for the two years. Firm B pays a tax of $400 
each year, making a total of $800 for the two years. At the very least 
this indicates the desirability for permitting the carryover of losses for all 
firms whether incorporated or not. But it also indicates the desirability 
of a thoroughgoing averaging system. 
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Peculiarity of Present Corporate Tax Structure 

One peculiarity of the prevailing corporate tax in the United States 
is that the top bracket of income is taxed at a lower rate than the imme¬ 
diately preceding bracket. All income above $50,000 is taxable at 38 per 
cent. Income in the preceding bracket is taxed at 53 per cent (combining 
the normal and surtax rates and disregarding the differences between 
normal tax net income and surtax net income). Thus a firm which is in 
the lower bracket one year and the higher bracket the next year will 
pay a lower total tax than a firm with the same aggregate income which 
finds itself in the lower bracket both years. 

Stabilizing Effects of Averaging 

Let us now examine this tentative plan to see whether it is likely to 
have desirable consequences. The effects of averaging may appear to be 
generally stabilizing for the economy. The flu(;tiiaLioiis in purchasing 
power of individuals would be offset somewhat by averaging provided 
that the difficulty of paying on a high average income during the year of 
low income is eliminated by a withholding system or other device. Busi¬ 
ness fluctuations would generally be reduced for this reason alone. Aver¬ 
aging of business income would also have a stabilizing effect. The prospect 
of losses or low profits for the first few years would not discourage invest¬ 
ments under a five-year averaging system. Thus during depression years, 
when expectations for a few years at least might be unfavorable, the 
averaging system would stimulate investment. During prosperous years 
averaging of income (including losses) would likewise stimulate invest¬ 
ment and possibly lead to inflationary price increases because the firm 
could anticipate refunds during the subsequent years of low income. 
(Certain reservations concerning the application of these conclusions to 
the capital gains tax have been mentioned in Chapter 12.) 

Forward vs. Backward Averaging 

This points up the necessity of considering the desirability of forward 
averaging as opposed to backward averaging. In other words, should the 
preceding five years or the subsequent five years be averaged to deter¬ 
mine the final tax liability in any year? Similarly, in connection with 
losses, should losses be carried forward, or backward, or both? The prob¬ 
lem may be stated thus: Should low income of any year be averaged 
with high income of preceding years or with high income of succeeding 
years? If the low income of any year is averaged with the high income of 

323 



TAXATION 


preceding years then the stimulation of investment during prosperity is 
to be expected. If low income of any year is to be averaged only with the 
income of succeeding years, then investment will be stimulated during 
depression. Ordinary averaging implies both procedures and therefore 
has both effects. It might be necessary through various tax credit and 
refund devices to devise a system under which low incomes are only 
averaged forward and high incomes only averaged backward. In terms 
of losses this would mean the forward carryover of losses only. Dr. William 
Vickrey has proposed a cumulative method of averaging whereby the tax 
burden on a given individual is unaltered by any changes in the way his 
income is allocated to the various income years. 

Monopolistic Factors 

Monopolistic considerations are frequently included in an evaluation 
of various carryover provisions. A well-established firm with a record of 
high profits can afford to risk losses for a few years if those losses can be 
carried back to the prosperous years. A new firm trying to become estab¬ 
lished has no backlog of high profits and therefore has no expectation of 
tax reimbursement under a carryback plan. From this point of view the 
carry forward of losses is preferable since it avoids the discrimination in 
favor of established firms and thus removes or reduces the barrier to free 
entry into industry. 

Tax Refunds vs. Tax Credits 

The carry backward of losses means that tax refunds will be given 
during depression years when they will be useful and have a stabilizing 
influence. The carry forward of losses simply means that taxes will be 
reduced in prosperous years when tax reduction may be undesirable. 
This means that there is a conflict between providing incentives to in¬ 
vestment in depression years by a carry forward proposal or providing 
the cash for investment through a carry backward proposal. Neither one 
is sufficient for investment alone. Favorable expectations are ineffective 
if cash is lacking and cash is sterile if the incentive is lacking. However, 
under a forward looking system, especially if it is bolstered by some type 
of liberal credit policy, it is much easier to provide the funds where in¬ 
centive exists. Thus on balance the forward carryover of losses and the 


William Vickrey, “Averaging of Income for Income Tax Purposes,” Journal 
of Political Economy t VoL 47, June, 1939, pp. 379 ff.; Agenda for Progressive Taxation: 
pp. 172 ff.; and “The Effects of Integration of Corporate and Individual Income Taxes 
on Business,” Proceedings of the National Tax Association, 1947, pp. 179-88. 
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forward averaging of low incomes would seem to be preferable. The actual 
tax details would have to be worked out with care to prevent harmful 
effects during either depression or prosperity years. 

Other Reforms 

The reforms discussed above are only a few of the many that are 
needed. Some of the others that require fuller attention are: revision of 
the capital gains tax to reduce its influence on economic stability; a re¬ 
vision of the penalty tax on unreasonable accumulation of surplus (Sec¬ 
tion 102 of the Internal Revenue Code); elimination of tax exemption 
as a refuge for a small number of bondholders; the removal of the many 
deterrents to the growth of new small enterprises; the setting of tax 
rates in relation to the resources as well as the income of the firm;^® 
and the imposition of a value-added” tax to avoid the pyramiding of 
taxes which occurs when shiftable taxes are imposed at successive stages 
in the manufacture of goods.^*^ 

Conclusions 

It has been suggested that legislative blundering rather than vested 
interests may be considered responsible for the most conspicuous short¬ 
comings of the tax system, hence the obstacles to reform should not 
prove too serious.^^ Most of the reforms will result in some reduction in 
revenues of the Treasury. Any billions of reduction in revenues achieved 
through tax reforms of the type suggested above will yield more lasting 
benefits to the economy than an equal reduction in revenue achieved 
through general rate reduction. 


See David McCord Wright, “Income Redistribution Reconsidered,” Income^ 
Employment and Public Policy: Essays in Honor of Alvin H. Hansen^ pp. 169-170 
(New York: W. W. Norton Co., 1948), 

See Paul Studenski, “Toward a Theory of Business Taxation,” Journal of 
Political Economy, Vol. 48, October, 1940, pp. 621-54. 

*2 H. S. Ellis, “ Economic Expansion Through Competitive Markets,” Financing 
American Prosperity (P. T. Homan and F. Machlup, eds.), p. 176 (New York: Twenti¬ 
eth Century Fund, 1945). 
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The size of the public debt was a matter of general concern during 
the depression years of the 1930’s. Prior to that time debt had risen 
mainly as a result of war. Now there took place a tremendous increase 
in the public debt under peacetime conditions. Many individuals were 
certain that the growth of public debt under such circumstances would 
lead to serious economic consequences for the country. Some were afraid 
of a runaway inflation and an economic collapse. Others were concerned 
that the debt meant that future generations would have to bear the 
burden of dealing with the depression. 

The increase in debt which took place during the war in the 1940’8 
made any prior increase seem negligible in comparison. Yet there were 
no cries of calamity. The public had apparently become used to large 
debts and had discounted claims that they would lead to chaos. 

State and local debt acted in a manner very different from that of 
federal debt during these decades. Because of fiscal incapacity state and 
local debt did not rise the way federal debts did during the depression 
of the ’30’s. During the war of the ’40’s, high revenues and lack of 
opportunity for spending kept down the level of state and local debt. 
This difference in behavior of state-local and federal debt points to an 
essential complexity of the problem of public finance at the various levels 
of government. 

Among the trends which may be studied are those in the size of the 
debt, who holds the debt, and what does the debt cost. These are con¬ 
sidered in this chapter. Later chapters will consider the effects of govern¬ 
ment borrowing and repayment on the money markets and on the 
economy as a whole, including a discussion of limits which exist in the 
size of government debt. 
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The Long-term Trend of Federal, State, and Local Debt' 

The total of federal, state, and local debt was about $275 billion on 
June 30, 1945 and came close to $300 billion the following year. Most of 
this tremendous sum, in fact more that $250 billion, represented the war 
debts of the Federal Government incurred during the first and second 
World Wars. A statement of the gross public debt for selected years from 
1897 to 1946 is given in Table 20, below. 


Table 20 


Gross Public Debt for Selected Years 1897-1946* (In Millions) 


Year 

Federal {Excluding 
Guaranteed Obliga¬ 
tions) 

Slate 

Local 

Totals 

1897. 

$ 1,227 

$ 270* 

$ 1,700“ 

$ 3,197» 

1902. 

1,178 

270 

• 1,924 

3,372 

1912. 

1,194 

423 

4,075 

5,692 

1919. 

25,482 

(fieak of war debt) 

800“ 

6,000“ 

32,282^ 

1922 . 

22,964 

1,163 

9,093 

33,220 

1930. 

16,185 

(lowest j)oint since 
World War I) 

2,444' 

15,000“ 

33,629** 

1932. 

19,487 

2,882*' 

16,680 

39,049 

1937. 

36,425 

3,260*' 

16,309 

55,994 

1940. 

42,968 

3,489*' 

16,720 

63,177 

1941. 

48,961 

3,370*' 

16,812 

69,143 

1942. 

72,422 

3,163*' 

16,479 

92,064 

1943. 

136,696 

2,862** 

15,783 

155,341 

1944. 

201,003 

2,723*' 

14,703 

218,429 

1945. 

258,682 

2,388** 

14,164 

275,234 

1946 (Feb. 28). 

279,214 

2,300'* 

14,000'^ 

295,514^ 

1946 (Apr. 30). 

273,898 

2,300» 

14,0001^ 

290,198*^ 


* From Tax Policy^ April, 1946. 

« Data for these years are not available. The figures given are merely what seem to be reasonable 
interpolations. 

\ Estimated. 

* Financial Statisties of States: 1930. 

^ Exclusive of state debts for rcloan to local governnients. 


1 The factual data in this chapter, except where otherwise indicated, are derived 
from “A Half Century of Public Debt,” Tax Policy^ New York Tax Institute, April, 
1946; “The Picture of the National Debt,” Tax Policyy March, 1948; and “The Pic¬ 
ture of State and Local Debt,” Tax Policy^ May, 1948. 
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The figures for 1947 are roughly of the same order of magnitude.^ The 
overwhelming importance of federal debt in the total in recent years is 
noteworthy. The per capita public debt for all governmental units in¬ 
creased from approximately $44 in 1897 to more than $2,100 in 1946. 
The federal debt per capita increased from $17 to $2000, the state debt 
from $4 to $16, and the local debt from $23 to $100. 

Recent Growth of Federal Debt® 

A further word may be said about the recent growth in the federal 
debt. In 1912 it stood only at $1 billion and by 1919 it had reached 
$253^^ billion. Subsequently repayments of the debt were made until in 
1930 it stood at $16 billion. In the ’30’s the governmental policy of public 
spending changed the trend. Between 1930 and 1932 $334 billion was 
added to the debt and ever greater changes took place in subsequent 
years. The decade of the ’30’s accounts for a rise in the public debt to 
$40 billion. During the war of the ’40’s the federal debt reached a peak 
of $279 billion in February, 1946. It dropped subsequently to $253 billion 
in July, 1948, but largely as a result of the reduction in the Treasury’s 
cash balance. 

Trend of State Debt 

At the beginning of the nineteenth century state debt was of almost 
negligible proportions. In the first half of the century state governments 
were making large expenditures for roads, canals, and steam railroads. 
Little change in state debt took place during the rest of the century. 
State debt has been estimated at $270 million for the beginning of the 
twentieth century. During the twentieth century highways and state aid 
for local governments required large expenditures. State debt stood at 
$3,489 million in 1940. During the war of the 1940’s state debt declined 
because of increasing revenues and postponed expenditures. It was esti¬ 
mated at $2,942 million in 1947. 

Local Debts 

The total of local debts exceeds state debt many times over. From 
about 1820 to 1932 local debt rose steadily and almost without inter¬ 
ruption. During this period cities grew rapidly and the proportion of the 
population in urban places increased from 7 per cent to 56 per cent. 


* Tax Policy, March, 1948, p. 4; and May, 1948, p. 3. 

* Annual Report of the Secretary of the Treasury, 19^7 and subsequent Treasury 
Bulletins. 
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Local debt was around $1,7 billion in 1897 and increased to $16.7 billion 
in 1932, Slight decreases took place thereafter but a peak to $16.8 billion 
was reached in 1941. More recently it has fallen to the $14 billion mark 
and was at approximately that level in 1947. The expectations are that 
long deferred expenditures when finally made will tend to increase the 
local debt. 


Table 21 


Local De2Bt by Governmental Units* Selected Years, 
1902-1947 
(In Millions) 


Year 

City 

County 

Toum- 

ship 

School 

District 

Special 

District 

Total 

1902. 

$1,612 

$ 205 

$ 57 

$ 46 

% 5 

$ 1,925 

1912. 

3,447 

393 

80 

119 

36 

4,075 

1922. 

5,810 

1,387 

130 

1,127 

639 

9,093 

1932. 

9,909 

2,775 

433 

2,170 

1,393 

16,680 

1940. 

9,899 

2,156 

290 

1,813 

2,562 

16,720 

1942. 

9,806 

1,846 

273 

1,701 

2,853 

16,479 

1944. 

8,624 

1,694 

202 

1,465 

2,718 

14,703 

1945. 

8,411 

1,545 

178 

1,363 

2,667 

14,164 

1946. 

8,101 

1,417 

166 

1,283 

2,597 

13,564 

1947. 

8,097 

1,481 

178 

1,355 

2,736 

13,847 


* From Tax Policy, May, 1948. 


The cities have more than half the local debt. At the beginning of 
the twentieth century townships, school districts, and special districts 
followed in importance. In the middle ’40’s the debt of the special dis¬ 
tricts was far greater than that of counties and the debt of the townships 
was overshadowed by the school district debt. The details of these trends 
are shown in Table 21. 

Interest Costs of the Public Debt 

The natural tendency to carry over private attitudes to public savings 
prompts the question, what does it cost the government to borrow money? 
Without venturing any opinion at this stage as to the consequences of 
the interest cost, the bare statistics are presented. The total of all interest 
payments of governmental units stood at $4.2 billion in 1945, a three¬ 
fold increase from the $1.4 billion of 1932. Table 22 indicates some of 
the other magnitudes involved. 
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Table 22* 


Annual Interest Payments, Selected Years, 1932-1945 
(In Millions) 


Type of Government 

1932 

m2 

19M 

m5 

Federal. 

$ 599 
112 
119 
419t 
194 

$1,260 

123 

78 

345 

161 

$2,609 

102 

73 

328 

153 

$3,617 

94t 

67t 

316 

145 

State... 

County... 

City. 

Township, school district, and special district.. 


$1,443 

$1,967 

$3,265 

$4,239 

Totals.j 


* From Tax Policyy April, 1946. 

t Subject, to alight revision in Volume 3 of Siaie Finances: 1905 for stole interest payments and in 
County Finances: 1900 for county interest payments. 

t Revised to conform to the reclassification of Massachusetts and Rhode Island towns from cities to 
townships. 


Interest Payments on Federal Debt 

Federal interest increased the greatest amount in this period and 
stood at $3.6 billion in 1945. The interest rate at which the govern¬ 
mental units borrow money is of great concern to students of govern¬ 
ment finance. In 1916 the computed interest rate of the federal debt was 
2.376 per cent. During the First World War it rose and reached 4.339 
per cent by 1921. It decreased steadily thereafter until 1926, when a 
level of 3.87 per cent was reached. A rise then took place to 3.946 per 
cent in 1929. Since 1929 there has been a substantial and steady decline; 
in February, 1946 it was only 1.972 per cent. Because of the easy money 
conditions which have prevailed, the interest costs of the Federal Govern¬ 
ment have not advanced in proportion to the growth in the public debt. 

State and Local Interest Payments 

Interest payments on state and local debt declined in the period 1932 
to 1945. The interest rates on state and local borrowing have shown the 
same tendencies as the federal rate, that is, a long-term decline. The 
Bond Buyer index shows that the rate of interest on municipal bonds 
was 4.16 per cent at the end of 1914. It ranged between 4 per cent and 
5 per cent thereafter with the exception of 1927 when it was 3.93 per 
cent and 1933 when it rose to 5.52 per cent. Since the latter year the 
interest rate has fallen sharply and has even been below 2 per cent in 
recent years. An all time low of 1.35 per cent was reached on May 1,1945. 
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The Holders of the Public Debt 

Perhaps the most vital set of statistics concerning the economic effects 
of the public debt is that which is concerned with the holders of the debt. 
These are the recipients of the interest payments and are therefore in a 
strategic position to affect business activity since the public debt and the 
interest payments are of considerable magnitude. 

Government Ownership of Government Debt 

Table 23 shows the division between govcrnmentally owned and 
privately owned debt of various governmental units on December 31, 
1947. The figures for June 30, 1948 are substantially the same. One inter- 


Tahle 23 

Governmental and Private Holders op the Public Debt* 
(December 31, 1917) 


Holders 

Amount 

Percentage 

Banks 



Commercial. 

$68.6 billion 

27.0 

Federal Reserve. 

22.6 

8.9 

Total banks. 

$91.2 billion 

35.9 

Governments 



Federal government agencies and 



trust funds. 

$34.4 billion 

13.5 

State and local. 

7.3 

2.9 

Total governments. 

$41.7 billion 

16.4 

Other Investors 



Individuals.. 

65.3 

25.7 

Insurance companies. 

24.3 

9.6 

Mutual savings banks. 

12.0 

4.7 

Other corporations and 



associations. 

19.9 

7.8 

Total other. 

121.5 billion 

47.8 

Total interest-bearing debt. 

$254.3tbiUion 

100.Of 


• From Tax Policy^ March, 1948, p. 9. Current data are available in monthly Treatury BuUelins. 
t Figures do not add to totals duo to rounding of numbers. 


esting point regarding Table 23 is that a substantial part of the govern¬ 
ment debt is owned by governmental units themselves. In a consolidated 
statement some of the debt would actually be eliminated. The amount 
involved is over 16 per cent of the total. The Federal Government alone, 
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in fact, on its own account or through its agencies owns 13.5 per cent of 
the governmental debt. 

Private Holders of the Debt 

The distribution of the debt among private holders as well as govern¬ 
mental units is indicated in Table 23. It will be observed that the banks 
own more than a third of the total debt. Out of a total of $254.3 billion 
on December 31, 1947, the banks owned $91.2 billion. Of this latter 
amount $68.6 billion was held by commercial banks. Thus commercial 
banks own over a quarter of the national debt. As previously pointed 
out, governmental units, mainly the Federal Government, own over 16 
per cent of the debt, or $41.7 billion in this case. Of the several holders 
of the debt, private individuals account for $65.3 billion, or more than a 
quarter of the total. Insurance companies are substantial holders, with 
$24.3 billion. 

Concluding Notes on Trends in Government Borrowing 

The total federal debt of $253 billion in 1948 will be repaid only 
slowly and over a great many years. Interest payments will be high for 
many years to come. Assuming orthodox methods of finance the interest 
payments will come out of tax revenues and the debt will be paid back 
out of budget surpluses. This means that the public as a whole will be 
paying interest and principal to the holders of the debt. Individuals pay 
the major portion of taxes under present federal, state, and local tax 
structures. As was previously pointed out, individuals hold less than one- 
quarter of the federal debt and that may be taken as a general indication 
of public debt holdings. This means that the taxpaying public as a whole 
will be transferring income and capital to institutional holders of the debt 
such as banks, insurance companies, and business corporations. This is 
an important point to be borne in mind in considering the eflTects which 
the debt will have on the money and capital markets and on economic 
activity as a whole. 
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Governmental policies concerning borrowing and debt repayment 
profoundly affect the money and capital markets. Money borrowed by 
the government from private individuals and corporations may have 
gone into security issues of private companies and stimulated invest¬ 
ment on their part. The direct effect would be on the interest rate at 
which business firms might borrow and the cost of borrowing might in¬ 
crease to them as a result of the diversion of funds to the government. 
Even governmental borrowing from commercial banks may have the 
effect of raising the interest rate if the banks find it necessary to restrict 
private credit in order to make loans to the government. It can readily 
be seen that any influence which government borrowing may have on 
the private capital market might have effects of the greatest importance 
on economic activity. Money which is used for the purchase of govern¬ 
ment securities might have gone to finance private investment or con¬ 
sumption. That is the essence of the relationship between public borrow¬ 
ing and private finance. Whether the public borrowing does in fact 
discourage private investment or consumption depends on the state of 
the money and capital markets. The various conditions which may pre¬ 
vail in these markets and the resulting significance for a study of the 
effects of government debt are the subjects of this chapter. 

Analysis of Debt Holdings 

A brief description of public debt holdings was given in the preceding 
chapter. A more detailed analysis of a specified period is now in order. 
It cannot be emphasized too much that in our study of the economic 
effects of the public debt it is of the utmost importance for us to know 
who holds the debt. 
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Flotation of Bonds 

At the time the bonds are floated, there may be virtually no effects 
if the banks buy the bonds and at the same time the legal reserve system 
is such that the purchase of the government bonds does not interfere 
with the purchase of industrial securities or the extension of short-term 
loans. On the other hand, if business corporations buy the bonds, there 
may be a slight tightening of the capital market since business corpo¬ 
rations are limited in the size of their portfolios. The purchase of govern¬ 
ment bonds may then be at the expense of private securities or internal 
financing. At the same time virtually no effects on consumption may be 
expected. 

If private individuals purchase the bonds, there may take place a 
tightening of the capital market (which can easily be relieved by a bank¬ 
ing system with plenty of excess reserves) or, in so far as the existence of 
government bonds induces savings (as may possibly be true of United 
States Savings Bonds) which would not otherwise take place, consump¬ 
tion may be reduced. If the bonds are purchased by government agencies 
(the so-called “special” issues), there are virtually no positive economic 
effects but the capital market is relieved of the task of a certain amount 
of government financing—a consideration which is offset by the possi¬ 
bility that the agencies would have bought industrial bonds with the 
funds at their disposal. 

Payment of Interest and Principal 

In the payment of interest and principal it is likewise important to 
know who holds the bonds. With respect to bank holdings, the payment 
of principal would have no effect where government bonds constituted 
legal reserves, but under the arrangement which prevails at the present 
time the redemption of the bonds may result in a loosening of credit 
through the increase of excess reserves. The payment of interest would 
tend to go into the profit statement of the bank and may eventually end 
up in dividends being paid to the higher income groups. This would have 
virtually no effect on consumption but might loosen the private capital 
market somewhat where bank credit was not freely available for private 
financing. The redemption of government bonds held by corporations 
would also relieve the capital market, as would the payment of interest, 
particularly in view of the phenomenon of undivided profits. 

As for individuals, the repayment of the principal would generally 
result in an increase in the amount of credit available for further invest- 
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ment but may promote consumption in so far as the bonds (e.g. the 
United States Savings Bonds) form part of a definite saving program, 
the redemption of the bonds signifying the culmination of that program 
and the spending of the money involved. With respect to the interest, 
the likelihood is greater that it will be spent on consumption, although 
in the higher brackets the effects would more likely be to loosen the 
capital market via increased savings and loanable funds. The distinction 
between capital and interest probably disappears in the case of bonds 
(like Series E) which provide for lump sum payment of interest at ma¬ 
turity. The servicing of bonds held by government agencies would have a 
tendency to relieve the capital market only in so far as the funds made 
available might be used to purchase private securities. Where merely a 
refunding operation is involved, the amount of credit available to private 
investment would remain virtually unaffected but there may be a change 
in the type of credit. 

We cannot, of course, hope to know all those facts about the holding 
of the debt which would influence our analysis of the economic effects of 
the flotation and repayment of public bonds. Nevertheless, any informa¬ 
tion we have regarding debt holders will enable us to limit the possibilities 
substantially. A limited period, 1933-39, will be studied intensively. 

General Trend: 1933-39^— Direct Obligations 

For the period 1933-39, information on the holders of the public debt 
is available with the following break-down (a) Government agencies 
and trust funds, (b) Federal Reserve Banks, and (c) other holders. Since 
the last category includes all ordinary banks, corporations, individuals, 
and local governments, the break-down is less satisfactory than it might 
be. Yet it is important for us to know the extent of Reserve Bank holdings 
and the extent of the holdings of government agencicjs and trust funds, 
since the type of effects we may expect when bonds are purchased by 
and redeemed from these institutions are, as pointed out above, of a 
peculiar nature. If we may ignore the holdings by state and local public 
authorities, we may say that the data at our disposal for this period will 
give us an idea of the relative holdings of public authorities on the one 
hand and private individuals and enterprise on the other. This in itself 
will help us greatly in an analysis of economic effects. 


^ Treasury Bulletin April, 1940, p. 24 (percentages computed). 

* For the period 1929-32 see A. G, Hart, Debts and Recovery (New York, Twentieth 
Century Fund, 1938), Table 58, p. 360. 
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Federal Reserve Banks.^ We must give special attention to a point 
which we will find of great significance later, namely the importance of 
holdings of government bonds in the outstanding credit of the Federal 
Reserve Banks. A brief glance at a longer period is useful as a background 
for our discussion. During the period 1917-39, there was a tremendous 
change in the break-down of Federal Reserve Bank credit outstanding. 
At the end of 1917, United States Government securities constituted 
only $122 million out of a total of $1,171 million, the remainder being 
bills discounted, bills paid, and other Reserve Bank credit. The relative 
importance of government securities fell greatly by the end of 1918, the 
figures being $239 million and $2,498 million, respectively. From then 
on the proportion remained 1:10 (very roughly speaking) during 1919 
and 1920. In 1921 the relative importance of government securities rose 
to $234 million out of $1,563 million and in 1922 it was $436 million out 
of a total of $1,405 million. The relative unimportance of this item con¬ 
tinued until 1930 when, for the first time, government securities consti¬ 
tuted more than 50 per cent of the total, the figures being $729 million 
and $1,373 million, respectively. The next marked change took place in 
1932, government securities constituting $1,855 million out of a total of 
$2,145 million, and in 1933 when the figures rose to $2,437 million and 
$2,688 million, respectively. From then on, other items became negligible. 
In 1934, $2,430 million out of a total of $2,463 million Reserve Bank 
credit outstanding was in the form of United States Government securi¬ 
ties, ill 1939 they were $2,484 million and $2,593 million, respectively, 
and in 1940 they were $2,184 million and $2,274 million respectively. 
These figures demonstrate the tremendous absolute and relative increase 
in the purchase of government securities by the Federal Reserve Banks. 
Practically all of the Reserve Bank credit consisted of government se¬ 
curities, with bills discounted, bills bought, and other items practically 
negligible. Through the use of these holdings in open-market operations 
Reserve Banks could exercise great control over the ease with which 
government borrowing took place. In order to avoid a loss of perspective, 
however, it should be noted that the holdings of the Reserve Banks in 
the period 1933-39 decreased relatively even though they increased ab¬ 
solutely. Wliile the holdings of the Reserve Banks constituted approxi- 

* Twenty-first Annual Report of the Federal Reserve Board, 1934, p. 78; Twenty- 
fourth Annual Report of the Board of Governors of the Federal Reserve System, 1937, p. 
44; Federal Reserve Bulletin, February, 1939, p. 114; December, 1939, p. 1096; Febru¬ 
ary, 1940, p. 120; and February, 1941, p. 129. 

* These are all year-end figures. 
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mately 9 per cent of the total in 1933 (9.0 per cent), 1934 (9.2 per cent), 
and 1935 (8.8 per cent), they were only 7 per cent in the years, 1936 
(7.4 per cent), 1937 (7.1 per cent), and 1938 (7.0 per cent), and fell to 
6 per cent in the year 1939 (6.4 per cent). 

Government Agencies and Trust Funds. The holdings of govern¬ 
ment agencies and trust funds increased both absolutely and relatively 
in the period under review. From $0.58 billion in 1933, the figure rose 
steadily to $1.29 billion in 1934, to $1.62 billion in 1935, to $1.93 billion 
in 1936, and then jumped greatly to $3.20 billion in 1937, $4.46 billion in 
1938, and $5.61 billion in 1939. The percentage change was much more 
gradual throughout the period. From 2.6 per cent in 1933, the percentage 
of direct obligations held by government agencies and trust funds rose to 

4.9 per cent in 1934, 5.8 per cent in 1935, 5.9 per cent in 1936, 8.9 per 
cent in 1937, and exceeded 10 per cent in both 1938 and 1939, the figures 
being 12.2 per cent and 14.1 per cent, respectively. 

Other Holdings. The holdings of banks (other than Federal Reserve 
Banks), business firms, individuals, etc., taken together, rose absolutely 
over the period as a whole but fell relatively. From a total of $19.58 
billion in 1933, these holdings rose to $22.76 billion in 1934, $23.60 billion 
in 1935, $28.40 billion in 1936, $30.08 billion in 1937, then fell slightly to 
$29.56 billion in 1938, but rose again to a high of $31.73 billion in 1939. 
The proportion of the total thus held fell from 88.4 per cent in 1933 to 

85.9 per cent in 1934 and 85.4 per cent in 1935, then rose to 86.7 per cent 
in 1936, with a consistent fall thereafter to 84.0 per cent in 1937, 80.8 per 
cent in 1938, and 79.5 per cent in 1939. 

Summary. Prior to the war, the holdings of direct obligations of the 
Federal Government may roughly be considered to have been distributed 
as follows: 6 per cent in the hands of the Federal Reserve Banks, 14 per 
cent in the hands of government agencies and trust funds, and 80 per 
cent distributed among other holders such as ordinary private banks, 
business firms, individuals, etc. The trend, moreover, is quite clear: in 
absolute amount, all three broad groups involved increased their holdings 
greatly; relatively speaking, however, holdings of government agencies 
and trust funds tended to increase while those of the Federal Reserve 
Banks and others, in the aggregate, tended to decrease. 

General Trend: 1934-39^— Guaranteed Obligations 

For the holdings of guaranteed obligations of the Federal Govern¬ 
ment, we have data in two broad groups over the period 1934-39: (1) 


® Treasury Bulletin^ April, 1940, p. 24 (percentages computed). 
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Government agencies and trust funds and Federal Reserve Banks and 
(2) others. 

Federal Reserve Banks and Government Agencies and Trust 
Funds. There was both an absolute and a relative decline in the guaran¬ 
teed bond holdings of Federal Reserve Banks and government agencies 
and trust funds (leaving out of account the year 1934 when the amount 
was nil). From $378 million in 1935, the figure rose to $391 million in 
1936 and then fell consistently during the remainder of the period to 
$381 million in 1937, $344 million in 1938, and falling nearly $50 million, 
to $295 million in 1939. A fall in the proportion of the total held was 
consistent throughout the period, being 9.2 per cent in 1935, 8.3 per cent 
in 1936, 8.2 per cent in 1937, 7.1 per cent in 1938, and 5.4 per cent in 1939. 

Other Holders. Guaranteed obligations in the hands of other holders 
rose greatly in the period under review in absolute amount, and, leaving 
out of account the year 1934 when all guaranteed obligations were in the 
hands of these holders, rose somewhat in relative terms also. From $681 
million in 1934, the figure jumped greatly to $3.75 billion in 1935 and 
then rose to $4.33 billion in 1936, fell slightly to $4.28 billion in 1937, 
but rose again to reach $4.51 billion in 1938 and $5.16 billion in 1939. 
The proportions rose from 90.8 per cent in 1935 to 91.7 per cent in 
1936, 91.8 per cent in 1937, 92.9 per cent in 1938, and to a high of 94.6 
per cent in 1939. 

Summary. Thus, at the end of the period, approximately 5 per cent 
of guaranteed obligations of the Federal Government were in the hands 
of the Federal Reserve Banks and government agencies and trust funds 
while practically 95 per cent were otherwise held. As for the trend over 
this period, guaranteed obligations in the hands of the Reserve Banks 
and government agencies and trust funds fell both in absolute amount 
and in proportion to the total volume of such bonds outstanding, whereas 
the opposite was true of guaranteed obligations otherwise held. 

Detailed Break-down:® 1937-39 

For the years 1937-8-9 information as to bond holdings is available 
with the following break-down: (a) Federal Reserve Banks; (b) other 
banks, including (i) operating, insured, commercial banks, (ii) other com¬ 
mercial and private banks, (iii) mutual savings banks; (c) insurance 
companies; (d) federal agencies and trust funds; (e) state and local 
trust funds; (f) tax exempt organizations; (g) other corporations; and 
(h) individuals. 

® Treasury Bullelin, March, 1940, p. 20. 
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In 1939 only 21 per cent of federal direct and guaranteed obligations 
were held by individuals, the remainder, 79 per cent, being institutionally 
held one way or another. The institutional holdings were made up as 
follows: financial institutions, 60 per cent of the total, 47 per cent being 
banks and 13 per cent insurance companies; federal agencies and trust 
funds, 13 per cent; and of the remaining 6 per cent, 1 per cent was held 
by state and local trust funds, 1 per cent by tax exempt organizations, 
and 4 per cent by other corporations. The bank holdings, constituting 
47 per cent of the total, were made up as follows: Federal Reserve Banks 

6 per cent of the total, operating insured commercial banks 33 per cent, 
other commercial and private banks 1 per cent, and mutual savings banks 

7 per cent. During the period 1937-8-9, the only significant changes were: 
the relative fall in individual holdings from 24 per cent in 1937 to 23 per 
cent in 1938 and 21 per cent in 1939; the relative fall in holdings of 
operating insured commercial banks from 35 per cent in 1937 to 33 per 
cent in 1938 and 1939; and the relative rise in holdings of federal agencies 
and trust funds from 9 to 11 and 13 per cent, respectively. 

Bond Purchases: 1940 

During the year 1940 banks continued to add to their holdings of 
government securities on a large scale. Member bank holdings of both 
direct and guaranteed obligation increased by $1,500 million as compared 
with an increase of $1,100 million in 1939. The 1940 figure was somewhat 
greater than the increase in the outstanding amount of publicly offered 
direct and guaranteed obligations of the United States Government, ex¬ 
cluding United States Savings Bonds.’^ Since life insurance companies 
added about $500 million to their holdings, it is estimated that indi¬ 
viduals reduced their holdings by more than $500 million. The latter did, 
however, add $1,000 million of United States Savings Bonds.® 

SmiMARY OF Statistics 

The above discussion indicates that during the period 1933-39 there 
was a growing percentage of direct obligations to the Federal Govern¬ 
ment held by government agencies and trust funds; a fall in the percent¬ 
age held by the Federal Reserve Banks even though the absolute amount 
grew greatly, especially in relation to total Reserve Bank credit out¬ 
standing; and a fall in the percentage of direct obligations otherwise held. 
As for guaranteed obligations, Federal Reserve Banks and government 

’ Federal Reserve Bulletin^ February, 1941, p. 89. 

* Ihid.^ p. 92. 
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agencies and trust funds took a decreasing percentage during this period. 
Taking the total of direct and guaranteed obligations, the vast majority, 
79 per cent, were institutionally owned in 1939, with banks holding 
nearly half, precisely 47 per cent of the total. Insurance companies and 
government agencies and trust funds held much smaller proportions, but 
the figures, 13 per cent in each case, are by no means negligible. There 
was also a small proportion held by other corporations, 4 per cent. 

Of the total increase in public debt during the fiscal years 1933-40, 
46 per cent was taken up by the banks, 18 per cent by the insurance 
companies, and only 11 per cent by individuals and non-financial corpo¬ 
rations.® The situation has been summarized by the Treasury as follows: 

This institutionalization of investment has been one of the significant phenomena 
noted in the capital markets. 

Individuals and non-financial corporations appear to have preferred to place 
their funds available for investment in bank accounts and insurance policies, in¬ 
stead of undertaking directly the investment of these funds in securities. 

Significance of the Statistics 

This distribution of the holdings of government bonds greatly restricts 
the type of economic effects we may expect from the flotation and repay¬ 
ment of government bonds and thus enables us to point to the probable 
effects with fewer qualifications than would otherwise be necessary. 

At the time when the bonds were issued (after any “mopping up”“ 
by the banks had taken place) in the period 1933-39, the greatest pro¬ 
portion, 79 per cent, was taken by institutions, with the rest, 21 per cent, 
taken up by individuals. Hence we might not expect any appreciable 
effect on consumption. Moreover, a significant proportion of the total, 
namely 19 per cent, was in the hands of public or semi-public authorities 
with Federal Reserve Banks holding 6 per cent and federal agencies 13 
per cent. Issues taken up by the latter do not touch the open market at 
all and thus have no direct effect on the availability of funds and the 
interest rate. Those taken up by the former may be used to affect the 
rate of interest through open market operations. As for other banks, 
comprising 41 per cent of the whole, only if government bonds con¬ 
stituted reserves, would an expansionary effect on the availability of 
credit be expected. 

• New York Times, January 9,1941, p. 17. 

Quoted in New York Times, January 9, 1941, p. 17. 

“ C/. Alvin H. Hansen, “ Defense Financing and Inflation Potentialities,** The 
Review of Economic Statistics, February, 1941, p. 4. 
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Thus, by and large, any tendency to restrict capital available for 
private enterprise would, if it came at all (and our discussion of excess 
reserves and the availability of credit in the next section indicates that 
it is not very likely) have to be found in the 21 per cent of the total in 
the hands of individuals, 13 per cent in the hands of insurance com¬ 
panies, and 4 per cent in the hands of corporations, a total of 38 per cent 
of the whole. As for holdings of individuals and insurance companies, 
it is unquestionably true that with respect to a substantial portion the 
question whether the capital involved should be invested in private corpo¬ 
rations or not scai-cely arises. This is true through the inclination of the 
holder or through legal requirements afifecting him. As for the rest of 
these holdings, a choice between government and private investment does 
actually exist. With respect to tliis relatively small percentage of the 
total, then, we can say that the flotation of government bonds attracts 
money to the government which would otherwise have been available for 
investment in private enterprise. 

During the repayment of the debt, very little effect may be expected 
to be felt on consumption owing to the vast preponderance of institu¬ 
tional holdings. Moreover, relatively little effect may be expected on the 
availability of capital owing to the large proportion of government bonds 
held by the banks and government agencies. Nevertheless, we may ex¬ 
pect some effect on consumption through the servicing of the debt, since 
21 per cent of the bonds are in the hands of individuals, 13 per cent 
in the hands of insurance companies and 4 per cent in the hands of 
corporations who may declare dividends (which, however, would pre¬ 
ponderantly go to the wealthy owners and thus have little effect on con¬ 
sumption). With respect to these minority holders, the repayment of the 
debt does open up the possibility of an increase in loanable funds avail¬ 
able to private enterprise from private sources. 

By and large, then, we would expect few effects on private finance 
resulting from the flotation, servicing, and repayment of the debt, taken 
by themselves. To a large extent these processes are merely book entries 
created when the debt is issued and erased when the debt is repaid. Yet 
even the minority percentage of 38 per cent in the hands of individuals, 
insurance companies, and other corporations may be of some importance 
in the availability of capital and to a lesser extent in fluctuations of con¬ 
sumption. Before we can make a decision on these factors we must con- 

“ This figure understates the importance of private savings, however, since credit 
institutions may be considered, in part at least, as transferring private savings to the 
government. Cf. Hart, op. ciLt pp, 240-41. 
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aider whether any restriction or loosening in the availability of capital 
from private sources will have any significant effect on the general avail¬ 
ability of capital, i.e. we must consider the interrelated factors of Reserve 
Bank credit, excess reserves, working cash balance, and arbitrary mone¬ 
tary policy, and we must take account of the effects of both the expendi¬ 
ture by the government and the money borrowed and the raising of the 
revenue through taxation to obtain funds for servicing and redeeming 
the debt. The statistical findings are significant in that they show that 
it is to these factors that we must refer in order to ascertain the effects 
of public borrowing on private finance rather than to the flotation and 
repayment of the debt in the narrow sense. Nevertheless a later section 
will deal rather fully with the effect of the flotation of government bonds 
and the capital market since that problem plays an important part in 
the ‘‘accepted” literature on the subject as well as in the thoughts and 
prejudices of many economists and business men. The effects of repaying 
the debt (both interest and principal) will also be considered. 

The distribution of debt holdings has significance in a different direc¬ 
tion from that discussed above. Since banks and other financial institu¬ 
tions are considered highly sensitive to changes in yield, they will be 
seriously affected by changes in rates; there is a tendency for these in¬ 
stitutions to dump their holdings when the yield of new government 
issues is higher than the old. This has serious effects upon the capital 
market and government credit and endangers the banks’ position as 
credit institutions.^® 

Some Institutional Factors Determining the Effects 
of Government Borrowing 

As a preliminary step in determining the impact of public borrowing 
on the economic system, a few of the main characteristics of such borrow¬ 
ing may be mentioned. 

Variety of Financial Markets Affected by Goverivment 

Borrowing 

The government borrows in both short-term and long-term capital 
markets. It has obligations extending for a few months and others ex¬ 
tending for twenty or more years. The various markets are interrelated 
to an even greater degree than comparable commodity markets. The 
availability of government obligations with their freedom from risk and 

Simeon E. Leland» “Our National Debt,” Harvard Business Review, Spring, 
1938, pp. 263-64. 
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tax exemption in some cases can readily be seen to have a profound in¬ 
fluence on these markets. 

The term “financial markets” should not be interpreted narrowly for 
this purpose. The readiness with which individuals will deposit money in 
savings banks, for instance, must be influenced by the availability of 
Series E bonds yielding 2.9 per cent to maturity. The availability of 
money on call or for other private loan purposes must be influenced by 
the availability of Treasury bills of several months’ duration. High-grade 
long-term corporate bonds are unquestionably in competition for funds 
with the U.S. Government, and also certain municipal bonds. Even com¬ 
mercial banks making ordinary loans and savings banks making mortgage 
loans cannot fail to be influenced by the fact that they can earn 2 or 

per cent without significant risk and without collection costs, by buy¬ 
ing government bonds. The extent to which commercial banks necessarily 
limit their credit to individuals and business firms as a result of the banks’ 
purchases of government bonds depends, among other things, on the re¬ 
serve situation and on general expectations. 

The “Riskless” Character of Government Bonds 

In order to understand the impact of government borrowing on the 
financial markets, it is necessary to consider the peculiar characteristics 
of such obligations. It is generally assumed that securities of the United 
States Government involve no risk if held to maturity. Some vState and 
municipal bonds are undoubtedly in the same category. On the other 
hand, a few state and many municipal bonds involve a high degree of 
risk over the longer period both as to interest payments and repayment 
of capital. Foreign governments cannot necessarily be assumed to be 
riskless in these respects. Imperial Russian bonds may be mentioned as 
an example and the difficulty with some South American bonds is well 
known. Even some American states repudiated debt in the early days. 
And as a general statement, of course, the obligations of the losing side 
in any revolution or attempted revolution cannot be considered riskless, 
to say the least. 


The Tax Exemption Privilege 

Another important peculiarity of government bonds is the tax ex¬ 
emption privilege which many of them afford. By the United States 
Constitution no government may tax the obligations of any other. All 
state and local bonds and some federal bonds are wholly exempt from 
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the income tax. Income from other federal obligations has been exempt 
from normal tax. The United States has removed the tax exemption 
privilege on income from its own bonds for federal tax purposes in the 
case of bonds issued prior to March 1, 1941. Another aspect of the tax 
exemption privilege arises in connection with property taxation. States 
and municipalities which tax intangible personal property must and do 
exempt government securities. This explains in part the low yields pos¬ 
sible on Treasury bills—sometimes even negative yields. Individuals and 
corporations sometimes shift to government obligations in anticipation 
of assessment day.^^ 


The Treasury Balance 

The existence of a large working cash balance during the war influ¬ 
ences our discussion of the economic effects of public debt in two respects. 
For one thing, there need be no chronological coincidence between the 
creation of a deficit and government borrowing. This means that in¬ 
creased expenditures by the Federal Government can be made from the 
working cash balance without immediately involving the necessity of the 
government coming to the capital market for funds. Likewise when in¬ 
creased government borrowing does take place we cannot be certain that 
government expenditures are also taking place at the same time, since 
funds received from borrowing may be used to build up the working cash 
balance. In other words, deficit (or surplus) and borrowing (or repaying) 
need not be chronologically related to each other: each may precede the 
other with impunity. The lag thus introduced into the analysis greatly 
influences the type of consequence we may expect because it means that 
the effects of borrowing can take place independently of the effects of 
spending, for a time at least; and the effects of public expenditures need 
not be dependent upon the effects of borrowing the money spent, again 
for a certain time interval. 

This is not, however, the only reason why a large Treasury balance is 
important. In the following discussion of excess reserves we consider the 
manner in which an increase or decrease in Treasury deposits with the 
Federal Reserve Banks can affect the volume of excess reserves and 
the quantity of credit available for private purposes. The greater the 
size of the working cash balance, the greater the extent of monetary 
control which the Treasury can exercise in this way. 

See Roy Blough, “ IntergovernmenteJ Exemptions from the Federal Point of 
View,” Chapter 6 in Tax Exemptions (New York: Tax Policy League, 1939). 
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Excess Reserves and Availability of Credit 

In considering the importance of the large amount of bank holdings 
of government bonds and the availability of private credit, it is neces¬ 
sary for us to take account of the volume of excess reserves. Although 
the magnitude of legal excess reserves does not necessarily tell us pre¬ 
cisely what volume of credit prudent bank management can make avail¬ 
able, it does give us an idea of the legal maximum of the credit expansion 
which is possible. A glance at the behavior of excess reserves in the period 
1932-39 is useful to provide a frame of reference.^® There was a steady 
growth of legal excess reserves in the period 1932 to 1935 from $576 
million at the end of 1932 to $859 million at the end of 1933, $1,814 at 
the end of 1934 and $2,844 at the end of 1935. By the end of 1936 the 
figure, after fluctuating greatly, stood at $1,984 million. In 1937 the 
figure dropped to $1,212 million but rose steadily thereafter to $3,205 
million at the end of 1938 and $5,209 million at the end of 1939. The 
highest monthly figure attained during this whole period was $5,553 
million, reached in October, 1939. We may take a few subsequent in¬ 
stances to show the trend up to the war. In mid-July, 1940, a record 
peak was set and the amount of excess reserves “was within striking 
distance of the astronomical figure of $7 billion.*’^® About the middle of 
October, 1940, the figure was not far behind this.^"^ On December 24, 
1940, excess reserves were $6,440 million.^® Roughly speaking, then, we 
may take excess reserves to have been in the vicinity of $7 billion prior 
to the war. 

This large volume of excess reserves meant that there was a great 
deal of credit available for private borrowing. Although the existence of 
legal excess reserves of $7 billion did not necessarily mean that the vol¬ 
ume of credit could wisely be expanded by this amount, it did mean that 
a considerable volume of profitable private investment could readily be 
financed by the banks, e.g. through bank purchase of securities. The 
Board of Governors of the Federal Reserve System, did, in fact, make a 
survey for the National Defense Advisory Commission directed toward 
determining the volume of credit available to manufacturers for emer¬ 
gency defense plan construction. They estimated that $3 billion was 

Federal Reserve Bulletin^ July, 1935, p. 18; February, 1939, p. 114; December, 
1939, p. 1096; and February, 1940, p. 120; and Twenty-fourth Annual Report of the 
Board of Governors of the Federal Reserve System^ 1937, p. 44. 

New York Times^ October 20, 1940, p. FI. 

Ibid. 

/6id., December 27, 1940, p. 33. 
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available for this purpose, an amount which is “several times that which 
at present is believed required for building emergency production ca¬ 
pacity.”^® Thus it is obvious that the large volume of government financ¬ 
ing in pre-war years did not interfere with the availability of credit for 
private financing. It may well be, however, that the existence of a large 
number of government bonds made it unnecessary for banks to invest in 
private securities. 

Government bonds purchased by member banks cannot be used as 
legal reserves against which private credit may be expanded. The ulti¬ 
mate effect on excess reserves depends on what the government does with 
the money. Treasury operations may affect excess reserves through 
changes in Treasury balances with Federal Reserve Banks.^® The manner 
in which tliis operates is illustrated below: 

“The temporary shrinkage of excess reserves from July 17 to August 7 
reflected the deposit with the Reserve Banks by the Treasury of the pro¬ 
ceeds of the latter’s sale of new securities. Since that time the Treasury 
has been spending the money, automatically adding to excess reserves. 
And by the same token, new sales of securities by the Treasury will 
temporarily decrease reserves, and as Treasury disbursements are made 
the climb of excess reserves continues to new heights.”^^ 

In this way Treasury operations affect lendable reserves, the issuance 
of government bonds and the deposit of the money received with the 
Federal Reserve Banks having the effect of reducing excess reserves. But 
the flu(jtuations caused in this way are generally minor ones relative to 
the total volume of excess reserves outstanding. 

It may be mentioned in passing that excess reserves have frequently 
been considered a serious inflation potential. The suggestion that reserve 
requirements be raised to thwart inflation has, therefore, been made. The 
Federal Reserve authorities have frequently urged this approach to the 
problem.®^ The fear of inflation resulting from excess reserves is well ex¬ 
pressed in the following newspaper statement: 

On the face of it, this vast accumulation of unused bank credit is a potential 
threat at a time when business generally is expanding and when orders in connec¬ 
tion with the rearmament program are beginning to be felt. Some economists have 

“Bank Credit Available for Defense Needs,** Federal Reserve Bulletin, October, 
1940. pp. 1050-51. 

Cf. Edward C. Simmons, “Treasury Deposits and Excess Reserves,” Journal of 
Political Economy, June, 1940, p. 342, n. 

New York Times, October, 20, 1940, p. FI. 

** See “Special Report to Congress,” Federal Reserve Bulletin, January, 1941, pp. 
1 - 2 . 
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likened the huge excess reserves to a powder keg that might be set off by the tinder 
of wartime inflation. Thas far the markets have continued in subdued fashion, 
oblivious to the nation’s idle funds. Nevertheless, the question of what to do 
about excess reserves has passed from the academic stages to a position of prime 
importance.** 

Treasury Monetary Policy 

Finally, we come to a discussion of the manner in which the Treasury 
can consciously influence the state of the money market if it so desires. 
It has been pointed out that “ . . . with the advent of central banks, 
endowed with note-issue privileges, public credit has come to be closely 
related to national monetary systems.”^^ At times, in the United States 
the relation has been one mainly of opposition, the Treasury being to a 
large extent at loggerheads with the central bank, i.e., the Federal Re¬ 
serve System. This situation was brought to a head before the war of 
the 1940’s by the controversy which arose out of a report by Governor 
Eccles. The Federal Reserve group advocated a tightening of the money 
market while the Treasury group favored a maintenance of the easy 
money policy. The following interview was rather pointed in this 
connection. 

Mr. Morgenthau: “Treasury policy is to borrow money as cheaply as possible.” 

Reporter; “But Governor Eccles says money is too cheap.” 

Mr. Morgenthau: “I refuse to feel insulted.”** 

During the war the two agencies codperated but in the postwar years 
divergences arose again. 

The Treasury can flout the Federal Reserve to a great extent because 
of the monetary powers it has. We have previously noted the way in 
which it can affect excess reserves and the availability of credit through 
changing the volume of Treasury deposits with the Reserve Banks. 
Simmons claims that the Treasury has used this power to ease the money 
market in advance of a large flotation of bonds^® and Hart takes it for 
granted that the Treasury has influenced the money market for pur¬ 
poses of its own financing.27 The gold buying program is another aspect 
of Treasury monetary control. The following description of former 
Secretary of the Treasury Morgenthau’s views on this question is 
self-explanatory. 

** New York Times, October 20, 1940, p. FI. 

*^ Leland, op. ciL, p. 257. 

** New York Times, January 7,1941, p. 37. 

•« Simmons, loc. cit. 

*^ Hart, op. ciL, p. 220. 
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*‘In connection with the steadily increasing gold supply he reiterated 
his statement of March, 1939, that ‘although we should like to receive 
less gold and even to get rid of substantial amounts of the gold we already 
have,’ to cease buying gold now would cause such dislocation that the 
remedy would be worse than the disease. Only peace and the world-wide 
recovery, the Secretary said, could reverse the flow of gold.”^® 

When we take into account the large monetary powers at the Treas¬ 
ury’s disposal, we can see how important it may be for the effects of a 
public debt program. 

Interrelations of Public and Private Capital Markets 

The relation between public and private rates in the interest struc¬ 
ture forms an interesting study. Much that has been done on the theory 
of interest and the interest structure in recent years is useful in this con¬ 
nection. In considering the financial effects of public borrowing we must 
direct our attention in the first instance to the transfer of funds which 
takes place between the bond purchasers and the Government. As Adams 
says: “Since it is through the medium of capital that public borrowing 
comes into contact with industries, it follows that the industrial effects 
of borrowing will vary according to the fund of capital moved by the 
placement of a loan.’’^® 

We cannot confine our attention to the direct impact which the flo¬ 
tation of the government bonds has upon the capital market, as evi¬ 
denced in such factors as the volume, prices, and yields of private securi¬ 
ties. If a diminution in credit available for private business takes place, 
we must also consider what effects this diminution may have on produc¬ 
tion, enterprise, and employment. We cannot even limit the problem, as 
Adams does, to the movement of the “fund of capital” and its effects 
upon the supply of capital, for if consumption is reduced, there will be a 
fall in the demand for capital as well. 

Distinction Between Foreign and Domestic Debts 

Before going into these problems it is necessary to distinguish between 
the domestic effects of a loan floated at home and the domestic effects of 
a loan floated abroad. We shall first discuss the latter briefly. At this 
stage in the analysis, it should be pointed out, we are not concerned with 

** New York TimeSt January 9, 1941, p. 17. 

Henry C. Adams, Public Debts, pp. 57-58. New York: Appleton-Century Com¬ 
pany, 1890. 
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the sum total elTects of public debt operations (borrowing, spending, tax¬ 
ing, and repaying) but merely with the effects of borrowing alone. 

Foreign Debts. There is some difference of opinion over what is 
meant by a foreign debt in this context. Taken as a whole, the net 
addition to foreign debt during the course of any period, say a year, 
is the net capital movement into the country. This net movement is in¬ 
creased by an increase in the excess of commodity imports over exports, 
by an increase in the net value of our tourist expenditures and other 
“invisible” items, and by an increase in the net flow of gold into the 
country. This last item requires a little discussion since it means that a 
net outflow of gold would tend to diminish the net foreign debt (in the 
sense of net capital movement into this country). Adams, however, has 
a peculiar interpretation of the significance of gold flows in this context 
for he says that exports of gold may be considered “in the same light as 
the creation of foreign debt”: 

For our present purpose, it is right to regard the exportation of gold in the same 
light as the creation of foreign debt. This is true because it was made possible to 
spare so much gold from circulation by the fact that part of the public debt was so 
shaped as to serve the purposes of domestic money. The commercial results were 
the same as though bonds to an equal amount had been placed on the foreign market 
and the gold retained in circulation. It appears, therefore, that the full extent of 
assistance rendered by foreign peoples to this government, for which a debt was 
created, is measured by the gold exports added to the excess of values imported,*® 

The reasoning here is faulty, however, and would, if accepted, involve 
us in serious dilBculties. The movement of gold out of a country tends 
to offset other items, for instance, the “excess of values imported,” thus 
tending to diminish the total of the net capital movement to this country 
and thus the increase in the foreign debt. The fallacy seems to revolve 
about the implicit assumption that the amount of money in domestic 
circulation must remain constant so that if gold (which in this context is 
considered synonymous with money) is exported, domestic debt to an 
equivalent amount begins to perform the function of money. 

In order to consider the domestic effects of the flotation of a loan 
in a foreign country, we must pass to some special considerations. Any 
particular government loan floated in a foreign country means, when 
taken by itself, that a flow of capital to this country must take place. 
This flow of capital may be in the form of a shipment of gold to this 
country or it may be in the form of an excess of imports over exports 
(both “visible” and “invisible”) or the building up of credits abroad 

«> Adams, op. cil. pp. 59-60. 
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or the reduction of foreign credits in this country. As Adams points out, 
the domestic effects of any particular foreign loan depend on the sort of 
capital movement involved: 

The first distinction which it is necessary to notice is one that exists in the nature 
of loans themselves. Does the placement of debt effect a movement in the capital of 
the countries, or is it followed merely by an adjustment of credits? . , . Public 
borrowing then comes to be a transaction in capital when, by means of it, the govern¬ 
ment gains control over a definite portion of the country’s labor . . . 

But it is possible for a government to borrow money in such a manner, and to use 
it in such a way, that the industries of the country are not in the least affected. This 
is the case when a debt already existing is paid with the proceeds of a new debt, 
or when floating indebtedness is taken up by the issue of bonds, or when an account 
is settled between two countries.*^ 

The import of gold may, but need not necessarily, make possible an 
expansion of credit and thus, if the expansion is a moderate one and 
unemployment exists, would tend to favor production, enterprise, and 
employment. The excess of imports, provided that it does not come 
through a fall in exports, might have competitive effects on private 
business and at the same time might raise the standard of living. The 
building up of credits abroad or the reduction of foreign credits here are 
important in this context only in so far as they potentially increase the 
net gold or commodity inflow. Finally, it is possible that the flotation of 
the government loan in a foreign country restricts the amount of foreign 
credit available to private manufacturers in this country. This might 
tend to curtail possible essential imports for private business. 

Domestic Loans. In tracing the effects of a domestic loan floated 
by the government, Adams confines himself to a consideration of whether 
the rate of return on the government bonds is “normal,” “high,” or 
“ abnormally high ’ ’: 

. . . different funds of capital are moved according to the different strength of 
the motives offered by the government to secure money. Let us then seek to trace 
the industrial effects of the loan policy, first, when money may be secured by offering 
normal rates of interest; second, when unusual rates must be offered to secure the 
requisite funds; and third, when the government finds it necessary to give excessive 
rates of interest.** 

This is, however, only a rough beginning. Today a great many other 
factors must be taken into account. For one thing we must distinguish 


Adams, op. cit., pp. 53-54. 

/6id., pp. 61-62. 
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between loans floated on the open market and the special issues which 
go to some agency fund. The “special” issue in itself ($1.1 billion out of 
the $3.0 billion increase in direct interest-bearing debt of the govern¬ 
ment in 1940 consisted of “special” issues)has no effect on the capital 
market but in so far as it eliminates the necessity of the government 
going into the open market it tends to relieve any scarcity of loanable 
funds which may exist. We must also consider the effect of the existence 
or absence of large excess reserves and we must take account of a govern¬ 
ment policy which is directed toward reducing the market rate of inter- 
est,^^ i.e., lowering the “normal.” This, under ordinary circumstances, is 
beneficial to private enterprise. Moreover, the existence of the tax ex¬ 
emption privilege somewhat obscures the significance of the actual yield 
on the bonds. Aside from the complete or partial exemption on income 
from government bonds we must take account of the fact that United 
States securities are fully exempt from property taxes. Some of these 
points are emphasized in the following summary of part of former Secre¬ 
tary Morgenthau’s report to Congress several years ago: 

The interest rate on short-term government obligations decreased remarkably. 
For six series of Treasury bills sold in 1940 the buyers paid the Treasury a slight 
premium for the privilege of holding the bills offered on those dates. On five-year 
Treasury notes in 1932 3per cent interest was paid, whereas in 1940 the rate had 
dropped to three-fourths of 1 per cent. 

This low level of short-term yields is attributed to the rapid growth in the vol¬ 
ume of excess bank reserves pressing for investment. Bids over par on Treasury 
bills seem to arise from “the increasingly large amounts of uninvested funds of a 
short-term nature seeking placement, coupled with the fact that Treasury bills, 
like all other United States securities, are fully exempt from property taxes cuid thus 
offer an inexpensive medium for the holding of liquid funds that would otherwise be 
taxable.”®* 


We must also consider the fact that the government bond in itself 
provides a safe accumulating investment for the small saver, a consider¬ 
ation which was particularly important before the insurance of bank 
deposits, when hoarding often seemed the only available alternative.*® 
On the other hand, we must not leave out of account the fact that govern¬ 
ment bonds also provide an attractive investment. This, as previously 
pointed out, has its bad as well as its good effects. 

** Federal Reserve Bulletin, February, 1941, p. 89. 

** See above, note 20. 

** New York Times, January 9,1941, p. 17. 

**Leland, op, cit, p. 264. 
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Significance of Various Interest Rates on Public Debts 

The following study is mainly a criticism of the “classical” analysis 
of the effects which public borrowing has upon the capital market. The 
most complete discussion of this, given the classical assumptions, is that 
of H. C. Adams. For purposes of convenience we shall make Adams the 
scapegoat and criticize his analysis in the light of current monetary con¬ 
ditions. It should be understood, of course, that this is not a criticism 
of Adams himself or, for that matter, of the classical school, in so far 
as the assumptions upon which their analysis was based were relevant 
to the conditions of their time. The ideas they propounded have per¬ 
sisted, however, and it is the ideas that we must examine. For this pur¬ 
pose it is necessary to quote rather extensively from Adams. 

Normal Rates. Where the government offers its bonds at what may 
be considered a going rate of return, considering the relative risk and 
other features, it is Adams’ opinion that although existing industries are 
not interfered with, expansion is checked: 

A public loan which offers only the normal rale of interest cannot exert any de¬ 
cided influence upon established industries, for there is no motive presented to one 
whose capital is well invested to withdraw any part of it from its accustomed em¬ 
ployment and place it at the disposal of the state ... Its full effect is to check fur¬ 
ther industrial expansion, and this it does by turning the energy of the country into 
other channels. In case, then, of a sudden emergency calling for increased public 
revenue, there is much to be said in fayor of resorting to loans, provided the loans 
may be placed at reasonable rates.*^ 

If the conditions of the country at the time a loan is made are such as to en¬ 
courage an extension of private enterprises, then the loan will be felt in the rate paid 
for money. But if the state of the market is such as to depress business hopes, to 
render calculations uncertain, and to discourage rather than encourage industrial 
managers (facts which usually present themselves at the outbreak of a war, before 
belligerent conditions are fully established), undertakers will be fully satisfied to 
maintain established conditions. This being the case, they will not compete with the 
government in the placement of its loan . . . The effect of a loan that extends no 
farther than to draw to the disposal of the state the fund of free capital in the coun¬ 
try, does not tend to disturb existing industrial conditions. Its influence is pros¬ 
pective; it tends only to check normal development.*® 

This is however, based on the double assumption of full employment 
and lack of bank credit. Where there cure unused resources it is not neces- 

Adams, op. ci7., pp. 62-63. Cf. Richard A. Musgrave, “Credit Controls, Interest 
Hates, and Management of Public Debt,” in Income, Employment and Public Policy: 
Essays in Honor of Akin //. Hansen, pp, 221-54 (New York: W. W. Norton & Co., 
1948). 

®® Adams, pp. ciL, pp. 65-66. 
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sary to divert the “energy” of a country provided that the “hand¬ 
maiden,” credit, is available with which to call these resources into 
employment. 

The same sort of criticism may be applied to Adams’ claim that the 
government may have to raise the rate of interest in order to be able to 
float its bonds: 

It is quite generally assumed that a demand for capital by the state tends to 
raise the rate of current interest, and that this rise is due to competition between the 
government and business men for control over the country's fund of free capital . . . 
The completeness of this explanation may be doubted, and its truth also, unless its 
statement be very carefully guarded. Other causes may be mentioned for the rise of 
interest which frequently follows the placement of public bonds. The stability of a 
government is likely to be the most seriously questioned just at the time of its great¬ 
est financial necessities, and on this account investors will demand a little extra 
payment by way of insurance. Every person, also, who has had extended dealings 
in money, contracts a habit of thought which naturally controls his investments. 
It is like starting a wagon out of a rut to bring him to think of lending it to the 
government, and for this reason the government may find it necessary to increase 
slightly its offers.®® 

The state desires to gain control over the fund of free capital; the undertakers 
desire to accomplish the same purpose, for otherwise it will be impossible for them 
to extend their own self-employment by which alone their 8elf-p)ay may be increased. 
If the state insists on getting the money, it must in some manner induce the manag¬ 
ers of capital to forego their prospects of increased self-remuneration, and, if no 
other argument can be brought to bear, the government will be under the necessity 
of increasing slightly the rate of interest.*® 

Where the Treasury has sufficient monetary powers—as the Treasury 
now has—it need not raise the rate of interest to attract capital. By 
maintaining “easy money” conditions it may easily offset its own credit 
demand, thus having no tightening effect upon the market in the form 
of increased interest rates. 

A further point to be considered in the discussion of government 
bonds issued at normal rates of return is the possible effect on savings. 
It is generally assumed that a government loan taken privately (i.e,, not 
through credit expansion by the banks) merely involves a transfer of the 
existing voluntary savings of the economy. To the extent that there is 
an actual advantage to the small saver in the purchase of government 
bonds, it is not unlikely that such bonds as the United States Savings 
Bonds ($1.0 billion out of the $3.0 billion increase in direct interest- 
bearing debt of the government in 1940 consisted of United States Sav- 

*• Adams, op. ci7., p. 63. 

Ibid,, p. 65. 
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ings Bonds)/* to say nothing of the Liberty type of bonds actually 
induce voluntary savings which might not otherwise take place. In so far 
as this is true the following statement of Adams requires modification: 

It is sometimes said in this connection that the placement of a loan induces men 
to save, and for this reason public borrowing is not altogether an evil. It may be 
there are some people who have such confidence in government bonds, and such 
fear of private securities, that they will buy a bond with greater pleasure than in¬ 
vest in common stocks. This is true of the French and possibly of the Germans; 
but the consideration is of slight importance for England or for the United States. 
Those conditions which lead men to private saving are not changed by the offer of 
public bonds at normal rates of interest, and it is doubtful if such a result may be 
relied upon in countries where private credits are well developed.** 

Higher Rales. When the rate of interest offered by the government 
is, all considered, higher than the going rate of return, Adams mentions 
the possibility of three types of effects: (1) Reduction in consumers’ 
expenditures, (2) abandonment of some industries, and (3) increased 
activity of other industries. The effects of the first, reduction in con¬ 
sumers’ expenditures, depend largely on the expenditure of the funds by 
the government: 

There are three sources from which the state may hope to secure funds, over and 
above those susceptible to an offer of normal inducements. Thus, in the first place, 
the government may expect something as the result of savings in personal expendi¬ 
ture, and here for the first time is it possible to trace a direct connection between 
public borrowing and industrial affairs. Any general movement of this sort among the 
people will certainly disturb the established distribution of labor. For if people cease 
to use certain classes of commodities, laborers must cease to produce them . . . No 
government whose administration is under the direction of sound rules of finance 
would enter upon this second step of the loan policy, had it not taken in hand some 
matter calling for men as well as capital. The result, therefore, of any general saving 
in personal expenditure would be, that those who before had employed men to 
serve themselves would now support an equal number of men in the service of the 
state ... So far considered, then, this second step in loan-contracting is fol¬ 
lowed by no immediate industrial consequences of a serious nature.** 

If we disregard government expenditures for a moment, it becomes 
evident that any flotation of government bonds which results in a reduc¬ 
tion in consumers’ expenditure has unfavorable industrial consequences. 
The second type of effect, abandonment of certain enterprise, has the 
same sort of influence according to Adams: 

Federal Reserve Bulletin^ February, 1941, p. 89. 

** Adams, op. cit., p. 63. 

*» Ibid., pp. 66-67. 
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In the second place, capital may be secured through the abandonment of certain 
industries which, before the appearance of the state upon the money market, were 
on the verge of paying no profit; or from a temporary suspension of certain indus¬ 
tries which a change in demand has rendered unprofitable . . . Meanwhile, he 
invests the proceeds of the last lot of goods produced in public bonds, believing that 
the premium which these bonds will ultimately pay will compensate his immediate 
loss. The labor which he has been accustomed to employ is likewise available for the 
use of the government.*^ 

It should be stressed here that the physical capital cannot be trans¬ 
ferred from industry to government merely by abandoning certain indus¬ 
tries; hence it is difficult to agree with Adams when he implies that some 
owners of capital would be willing to abandon their plant merely in the 
anticipation of a possible profitable investment in government bonds of 
the proceeds of their last sale of goods. At most, this would merely in¬ 
volve their working capital, and the return on the government bonds 
would have to be high indeed to induce those involved to abandon or 
junk their fixed capital. 

The third effect, namely increased industrial activity, is rather naively 
put by Adams thus: 

The third source from which government loans may be iBlled, when the second 
step in loan-contracting has been entered upon, is created by the increased intensity 
of industrial energy on the part of the paying industries.*® 

If the conditions are such that the increased supply of commodities will not result 
in a fall of their price, general business will display increased activity in order to 
supply the state with such funds as it demands.*® 

It is usually, and not unreasonably, assumed that industry ordinarily 
makes as much profit as circumstances allow; hence it is not easy to see 
why a relatively high rate of return on government bonds would increase 
the profit earned and thus the availability of loanable funds. 

Abnormal Rates. A similar type of criticism must be applied to 
Adams’ discussion of the effects of government bonds carrying abnor¬ 
mally high rates of return. These effects he considers to be the drying up 
of the source of income and the oppression of the laborers: 

The evil consequences of offering excessive rates of interest for money are two. 
In the first place, it tends to dry up the source of income upon which the treasurer 
must rely in the future; and in the second place, it results in a saving forced from the 
laborers, the benefits of which the laborers do not enjoy. That is to say, under the 
industrial conditions introduced by public borrowing at high rates, the employers 

** Ibid., pp. 67-68. 

*® Ibid., p. 68. 

*• Ibid., p. 70. 
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have it in their power to force their workmen to live on less than their usual allow* 
ance, and with the difference to buy bonds in their own name. 

In this manner there is established within the community a class living out of the 
proceeds of taxes, who are yet not of necessity actively engaged in current pro¬ 
duction. They were originally constant producers and tax-payers; they are now at 
liberty to become idlers and tax-receivers. Although the fiscal demands of the 
government remain as great as before, it has deprived itself of the assistance of cer¬ 
tain of its subjects. It is in this manner that excessive appeals through loans tend to 
dry up the source of revenue upon which the state must rely. Indeed, a government 
entering upon this third step in loan-contracting is in the position of a man who 
consumes his capital in running expenses; it is only a question of time when it will 
reach the end of its financial resources.*^ 

The possibility of the creation of a rentier class by the offer of govern¬ 
ment bonds at an abnormally high rate of interest is quite a conceivable 
one. A rather general movement would have to take place, however, 
before the creation of this rentier class carried along with it so great a 
restriction in the amount of capital available for private enterprise that 
a reduction in business activity would lake place. Here again, Adams 
thinks of the volume of loanable funds as being synonymous with the 
volume of voluntary private savings. If business remains profitable (and 
there is no reason to believe that it would not), it can be financed through 
bank purchase of its securities. Such purchase is not substantially inter¬ 
fered with (either legally or economically) by bank purchase of govern¬ 
ment bonds since the latter may be sold when necessary and are, in small 
amounts, perfectly liquid. (In large amounts there is danger of excessively 
depressing the bond market when sales are made.) 

The argument regarding the effect on labor is even more questionable. 
This assumes: (1) That increased activity will be promoted by the high 
rates of return offered by the government and (2) that enterprisers will 
be able to raise prices as a result of their zeal and (3) that wage earners 
will not be able to resist a fall in real wages.^® 

It may be thought that high interest rates may have anti-inflationary 
effects under conditions of full employment. Professor Harris has stated 

Adams, op, ciL, pp. 71-73. 

The movement of real wages with output—a question of the utmost importance 
—is still undecided. See J. M. Keynes, The General Theory of Employment, Interest 
and Money, pp. 9-10; J. T. Dunlop, “The Movement of Real and Money Wages,” 
Economic Journal, September, 1938; L. Tarshis, “Changes in Real and Money Wages,” 
Economic Journal, March, 1939; J. M. Keynes, “Relative Movements of Real Wages 
and Output,” Economic Journal, March, 1939; J. H. Richardson, “Real Wage Move¬ 
ments,’* Economic Journal, September, 1939; and Richard Ruggles, “The Relative 
Movements of Real and Money Wage Rates,” Quarterly Journal of Economics, 
November, 1940. 
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the counter-argument succintly: “What is required to reduce inflationary 
pressures is a reduction of spending, not an exchange of idle cash for 
government securities. In the writer’s opinion, no practical rise in the 
rate of interest will seriously affect the amount of consumption demand, 
though it may have a small influence on investment.”^® 

Significance of the Theoretical Analysis. From the above dis¬ 
cussion it is plain that we cannot analyze the effects of public debt at 
the time of issue merely by looking at the rates of return. Government 
bonds carry with them special privileges, as exemption from taxation in 
some cases, and have special attractions for some investors, as, virtually 
complete security. They may also have important effects on the credit 
structure, as when banks find it necessary to reduce their holdings re¬ 
gardless of whether the rate offered by the government is equal to or 
higher than the going rate of return. Hence we cannot accept Adams’ 
simplified analysis which turns almost entirely upon the relative rates 
of return. This does not mean, of course, that we can neglect the rate of 
return as one of the factors determining the economic effects of the flo¬ 
tation of government bonds. 

The issuance of government bonds may cut into consumption and 
promote savings where there is a strong patriotic appeal, as in time of 
war; or where a convenient method of long-term savings is presented, 
as through the United States Savings Bonds; or where the money bor¬ 
rowed is really obtained through taxation, as in the special issues under 
the Social Security Act; or, finally, where the rate of interest is high 
and the tendency to increase saving as a result of a high rate of interest 
is more than sufficient to offset the tendency to decrease it under the 
same circumstances (the latter existing where the individual wishes to 
have a certain amount of money for future use so that a higher rate of 
interest means that less will have to be put aside each year). In such 
cases private savings may be diverted to public use. This does not, how¬ 
ever, mean a reduction in private capital formation if unemployed re¬ 
sources and bank credit are available. If public borrowing actually did 
restrict private loans or raise interest rates on private loans, one should 
seriously reconsider the desirability of continued deficits.^® We cannot 
even be certain that either consumption or investment will be affected in 

S. E. Harris, The Nalional Debt and the New Economics^ p. 17 (New York and 
London: McGraw-Hill, 1947). Professor Simmons has emphasized the interchange¬ 
ability of cash and public debt in the public’s mind. See Edward C. Simmons, “Fed¬ 
eral Reserve Policy and the National Debt During the War Years,” The Journal of 
Business of the University of Chicago^ Vol. 20, April, 1947, pp. 84-95. 

Cf. Leland, op, «*/., p. 263. 
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any way. Under the conditions described above it is possible that people 
who would otherwise save and hoard their money might now be induced 
to invest it. The same sort of consideration exists when banks feel willing 
to buy government bonds but no other securities. 

A Statistical Study of the Interrelations 

The theory on which the classical analysis is based implies that gov¬ 
ernment financing is done at the expense of private financing. As was 
shown above, this seems to be much too simple a theory for present con¬ 
ditions. A statistical study cannot tell us whether the complicated theory 
is more realistic than the simple—it can merely tell us whether the actual 
experience is consistent with one or the other theory. It cannot, in itself, 
tell us anything about the causal direction, particularly when we take 
into account the fact that a causal relationship may take several years 
to work out and may act both ways at the same time. A theory, such as 
that of Adams, which implies that an increase in government borrowing 
must mean a concurrent decrease in private borrowing, has to be modi¬ 
fied if we find that the two increase and decrease concurrently. The 
statistical analysis may be useful not in positively establishing any par¬ 
ticular theory but rather in showing that some theory or other cannot 
be as generally held as the advocates of the theory may believe. With 
these rather stringent reservations in mind we may turn to a study of the 
relevant statistics. The twenty-year period 1919-39 is covered. 

Volume of Flotations. The most relevant concept in a study of the 
relation between government borrowing and the capital market would 
seem to be net public debt receipts (public debt receipts minus public 
debt expenditures) rather than public debt receipts alone. The net figure 
gives us an idea of the volume of loanable funds absorbed by the govern¬ 
ment in its public debt activities, while the gross figure merely tells us 
one side of the story. Hence the following discussion will be mainly in 
terms of net public debt receipts. 

In 1919 net public debt receipts*^ were over $13 billion. From that 
year on, with the minor exception of 1921, there was a net expenditure 
(public debt expenditure exceeding public debt receipts) until the year 
1931. Public debt receipts fell from $29 billion in 1919 to $16 billion in 
1920, and during the period 1921 to 1931 fluctuated between about 
$2 billion and $7 billion, reaching the figure of billion in the latter 

Annual Report of the Secretary of the Treasury, 1931, p. 460; 1932, p. 422; 1933, p. 
150; 193^, p. 154; and 1939, p. 355. 
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year. New corporate capital issues®* rose during this period from $2}^ 
billion in 1919 to $8 billion in 1929 and then fell to $1)^ billion in 1931.®® 
For most of the period, then; it was true that as the Federal Govern¬ 
ment took less of loanable funds, private business took more. Hence, 
generally speaking, the statistics do not refute a theory such as that of 
Adams in which an inverse relationship is postulated. 

We may make a more detailed analysis of the period to check on 
these conclusions. From 1919 to 1920 net receipts of over $13 billion 
were changed to net expenditures of over $1 billion. The increase in new 
corporate capital, however, was only $34 billion, from $234 billion to 
$2)4 billion, an amount practically equal to the decline in flotations of 
federal agencies (not included in public debt receipts and expenditures) 
from over $34 billion in 1919 to nil in 1920. State and municipal flotations 
remained virtually unchanged. By next year, 1921, net public debt ex¬ 
penditures of over $1 billion had changed to net public debt receipts of 
$100 million. In the same year corporate flotations fell over $^i billion, 
with federal agencies rising over $100 billion and state and municipal 
over $34 billion. In these early years there is some “confirmation” (i.e., 
lack of refutation) for the simple theory of Adams. 

When we consider the large rise in net public debt receipts from net 
expenditures of $200 million in 1930 to net receipts of over $1 billion in 
1931 and observe that this was accompanied by a fall in new corporate 
capital issues of nearly $3.0 billion to only $134 billion we again find 
“confirmation” in principle. In the intervening years, however, there is 
no such nice relation. Net public debt expenditures fell from 1922 to 
1923, rose in 1924, fell in 1925, rose in 1926 and 1927, then fell in 1928 
and 1929 and rose slightly in 1930. Gross public debt receipts also fluctu¬ 
ated greatly in this period. New corporate capital issues, however, rose 
steadily from 1922 to 1929, in which year they reached a peak of $8 
billion, and then fell to $4)4 billion in 1930. Thus the simple theory of 
Adams which implies that an increase in capital going to government 
must be associated with a fall in that going to new private undertakings 
must be modified to take account of a great many factors related to 

*** Twenty-fourth Annual Report of the Board of Governors of the Federal Reserve Sys¬ 
tem, 1937, p. 169, and Federal Reserve Bulletin, February 1940, p. 140. 

As the public debt figures are in terms of fiscal years and tbe capital issues figures 
in terms of calendar years, an implicit lead of one-half year is introduced into the 
analysis. The interpretations made above would have to be revised only if both sets 
of figures were put on the same basis, and a consistent relationship were found between 
the two. (Similar considerations apply with respect to other parts of the statistical 
analysis.) 
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general business conditions, e.g. employment and availability of capital 
generally, in order to explain how in some cases the two rose and fell 
together. 

The same holds true in the period 1932 to 1939. Net public debt 
receipts which stood at $2% billion in 1932 rose to over $3 billion in 
1933 and to over $4J^ billion in 1934, then fell drastically to less than 
$1% billion in 1935, rose again to over $5 billion in 1936, and then fell 
to less than $2^4 billion in 1937, and to less than billion in 1938 
with a revival in 1939 when the figure exceeded $33<i billion. In this 
period the simple theory was substantially confirmed until 1935, for new 
corporate issues were over $300 million in 1932, fell to the neighborhood 
of $180 million in 1933 and 1934 and then rose to $400 million in 1935 at 
the time of the great decline in net public debt receipts. New corporate 
issues continued to increase in 1936, during which year it was between 
$1 and $ 13 ^ billion, at the same time that net receipts increased. From 
1937 to 1938 new corporate issues and net public debt receipts fell. In 
1939 they continued to fall while net public debt receipts rose by $23^ 
billion. The trend of gross public debt receipts shows similar character¬ 
istics and demonstrates the inconstancy of the relationship between the 
two. 

When we take federal agencies and state and local issues into ac¬ 
count, only slight modifications need be introduced since these are over¬ 
shadowed by the magnitude of the operations of the Federal Government. 
It must be pointed out, however, that while federal agency issues rose 
from 1937 to 1939 by about $800 million, new corporate issues fell by 
practically the same amount. For the period as a whole it is apparent 
that no simple inverse relationship exists between the absorption of loan¬ 
able funds by the Federal Government on public debt account and by 
private enterprise for new issues. 

Security Prices. A corollary of the simple theory might be that 
when outstanding government bonds attract capital to themselves, as 
evidenced in the bidding up of their prices, capital is attracted away 
from private bonds with a consequent bidding down of their prices. 
Though our statistical analysis cannot prove or disprove the theory, it 
can show whether the objective results required by the theory actually 
are found in practice. If they are not it means that at best the theory 
points only to one of a number of relevant factors. 

The index of security prices*^ of United States Government Bonds 

** Twenty-fourth Annual Report of the Board of Governors of the Federal Reserve 
System^ 1937, p. 171, and Federal Reserve Bulletin. These indices do not have the same 
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fell from 94 in 1919 to 88 in 1920, and high-grade municipal fell from 
90 to 84. At the same time stocks also fell, preferred from 111 to 103, 
total common from 71 to 64, industrial from 73 to 66, railroad from 70 
to 64, and public utility from 60 to 55. The fall in every case, it will be 
noted, was of a roughly similar order of magnitude. In the period 1920 
to 1927, United States Government Bond prices rose from 88 to 108 and 
high-grade municipal from 84 to 97. At the same time a general rise took 
place in stocks, preferred stocks rising from 103 to 127, total common 
from 64 to 118, industrial from 66 to 119, railroad from 64 to 119, and 
public utility from 55 to 116. There were, however, some substantial 
fluctuations in this period, e.g. when total common stocks fell from 64 in 
1920 to 55 in 1921 and then rose to 68 in 1922. 

From 1927 to 1929, there took place a fall in United States govern¬ 
ment bond prices from 108 to 102 and in high grade municipals from 
97 to 93, whereas common stocks rose from 118 to 190 with public utili¬ 
ties showing the greatest increase from 116 to 235 and railroads the least 
from 119 to 147, the change in industrial stocks being virtually the same 
as that in the total. Corporate bonds in this period followed neither the 
government nor the common stock pattern, total corporate bonds re¬ 
maining virtually unchanged at about 101 in 1927 and 1928 and falling 
to 98 in 1929; industrial bonds being similar at 96 in 1927 and 1928 
and falling to 93 in 1929. Railroads also showed little change at 107 in 
1927 and 1928 and fell to 103 in 1929. Utility bonds rose slightly from 
99 in 1927 to 100 in 1928 but then fell to 98 in 1929. Preferred stocks, 
however, remained virtually unaltered rising from 127 in 1927, to 131 in 
1928, and falling back to 127 in 1929. 

In the period 1929 to 1939, United States government bonds fluctu¬ 
ated considerably, rising from 102 in 1929 to 106 in 1930 then falling 
to a low of 99 in 1932, rising to a high of 107 in 1936, falling to 103 in 
1938, and rising again to 106 in 1939. High-grade municipal bonds showed 
fewer fluctuations, rising from 93 in 1929 to 96 in 1931, then falling to 
87 in 1933, and rising consistently to 116 in 1939. Corporate bond prices 
followed the United States government pattern very closely. They rose 
from 98 in 1929 to 99 in 1930, then fell sharply to 70 in 1932 rising to a 
peak of 98 in 1936 and falling to 79 in 1938, with a subsequent slight 
rise to 82 in 1939. Utility bonds also followed this pattern with low 
points in 1929, 1932, and 1938 and high points in 1930, 1936, and 1939. 
Railroad bonds followed a slightly different pattern after 1934. From 84 

base. As we are not interested in relating the fluctuations to any particular year or in 
making exact quantitative comparisons, the actual base year does not matter. 
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in that year, there was a downturn to 80 in 1935, then an upturn to 95 in 
1936. From then on there was a consistent decline to a low of 58 in 1939. 
Industrial bonds followed the pattern of total corporate bonds with the 
exception of a slight decline from 93.2 in 1929 to 92.6 in 1930, as com¬ 
pared with a slight rise in the total. During the earlier part of the 1929-39 
period, stocks seemed to follow the industrial bond pattern more closely 
than the United States government pattern. Preferred stocks showed a 
decline from 127 in 1929 to 96 in 1932. Total stocks showed a greater 
decline from 190 to 49, industrial from 190 to 47, railroad from 147 to 26, 
and public utility from 235 to 79. Then there was a steady rise to 1936 
for preferred (139) and public utility stocks (104) and to 1937 in total 
common stocks (112) and industrial stocks (131). Railroad stocks showed 
the same peculiar pattern as railroad bonds with a rise to 1934 (42), a 
fall in 1935 (34), and then a rise in 1936 (51). 

In all cases stocks reached a low in 1938 and rose in 1939. By and 
large, we may say that the general pattern of private securities was 
similar to that of United States government bonds from 1930 on, the 
main consistent difference being from 1929 to 1930 when all stock aver¬ 
ages and the industrial bond average declined while the government bond 
averages and all the remaining corporate bond averages rose. 

Taking the period as a whole and particularly when we concern our¬ 
selves with the average of total corporate bonds and stocks, we can 
definitely say that the statistical evidence is not such as one would ex¬ 
pect if the bidding up in prices of government bonds were made at the 
expense of private securities. The statistical evidence does not, and can¬ 
not, say that such a tendency does not exist. It merely shows that if 
the tendency does exist it is overshadowed in certain periods by forces 
tending to attract capital to, and bid up the prices of, both government 
and corporate securities. What these forces are do not at the moment 
concern us; suffice it to say that the statistical evidence does not sub¬ 
stantiate any theory to the effect that the fund of capital available for 
all securities is, as Adams’ theory implies, of such a nature that any invest¬ 
ment in government securities must be at the expense of private securities. 

Yields. As a check on our analysis of prices of government and corpo¬ 
rate securities we may study the fluctuations in their yields. We must 
first of all renounce any attempt to make a statistical test of Adams’ 
discussion of “normal,” “high,” and “abnormally high” interest rates 
on government bonds. Owing to the many significant differences existing 
between government bonds and corporate securities, there would be no 
point whatever in comparing an average of government bond yields with 
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the averages of corporate bond and stock yields. But Adams’ theory does 
lead us to expect that when government borrowing increases, private 
credit becomes “tighter,” i.e. corporate bond and stock yields rise. It is 
this sort of relationship which we may subject to a statistical test. 

From 1919 to 1920 public debt receipts®^ fell from $29 billion to 
$16 billion and net public debt receipts changed from a positive figure 
of $13 billion to a negative figure of $1 billion. Yet the average of corpo¬ 
rate bond yields^® rose from 6.3 per cent to 7.1 per cent and the average 
of stock yields^^ rose from 5.8 per cent to 6.1 per cent. Hence even when 
the government not only reduced its absorption of loanable funds but 
also actually released some of these funds, the yield on corporate securi¬ 
ties rose, i.e. tightening of the private capital market took place. Net 
public debt receipts rose to a positive figure of $100 million in 1921 while 
corporate bond fields fell a slight amount to 7.0 per cent and stock yields 
rose from 6.1 per cent to 6.5 per cent. 

From 1921 to 1922 net public debt receipts changed to a negative 
figure of $600 million, i.e. there was a net release by the government. 
In this year outstanding corporate bond yields fell from 7.0 per cent to 
6.0 per cent and outstanding stock yields fell from 6.5 per cent to 5.8 
per cent and new corporate bonds®^ from 7.2 per cent to 6.3 per cent, a 
trend which is consistent with Adams’ simple theory. During the whole 
period 1922 to 1930, when there was a net release of loanable funds by 
the Federal Government in its public debt operations, outstanding corpo¬ 
rate bond and stock yields as well as new corporate bond yields were 
lower than in the year 1921 when there was a net absorption of loanable 
funds by the government in its public debt operations. 

In the period 1931 to 1939, during the whole of which there was a 
large net absorption by the government which fell below $1 billion only 
in 1938 when the figure reached $740 million, there was for a short time 
only a rise in corporate yields, the subsequent decline over most of the 
period bringing yields far below previous levels. For instance, outstand¬ 
ing corporate bond yields rose from 5.1 per cent in 1930 to 5.8 per cent 
in 1931 and 6.9 per cent in 1932, then fell almost consistently to 1939 
when the figure was 3.8 per cent. Outstanding stock yields similarly rose 

** Annual Report of the Secretary of the Treasury, 1931, p. 460; 1932, p. 422; 1933, p. 
150; 193^, p. 154; and 1939, p. 355. 

Twenty-fourth Annual Report of the Board of Governors of the Federal Reserve 
System, 1937, p. 172, and Federal Reserve Bulletin, January, 1940, p. 39. 

Alfred Cowles 3rd, and Associates, Common Stock Indexes, 1871--1937, p. 373. 

« Moody's Industrials, 1939, A35-A36. 
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from 4.3 per cent in 1930 to 5-6 per cent in 1931 and 6.7 per cent in 1932 
but then fell and stood at 4.9 per cent in 1937. The temporary rise in 
yields did not develop immediately in the case of new corporate bonds, 
the 1930 figure of 5.2 per cent falling slightly to 4.8 per cent in 1931; but 
the yield rose in the next year to 5.7 per cent. Subsequently, however, 
there was a decline and the rate was 3.5 per cent in 1938. In some cases, 
then, government borrowing was associated with a tightening of the 
private capital market (as expressed in a rise in yields) while in other 
cases the opposite relationship held. 

Summary of Statistical Findings. The above statistical analysis 
has shown that in some periods an increase in the absorption of loanable 
funds by the Federal Government has been accompanied by a fall in new 
corporate issues, while at other times, both new corporate issues and 
federal absorptions rose together. The relation between government bond 
prices and prices of corporate securities also varied from period to period. 
No constant relation, moreover, was found between changes in the net 
public debt receipts of the Federal Government and changes in the 
“price,” i.e., the yield, paid by corporate enterprise through the issue of 
stocks and bonds. There are, of course, many limitations to the statistics 
employed: only averages and indices were considered; for the most part, 
only the direct public debt operations of the Federal Government were 
taken into account; short-term and self-financing were not brought into 
the picture. Hence we cannot validly draw any conclusions regarding the 
total amount of capital of all sorts absorbed by all government agencies 
and the total amount of capital of all sorts absorbed by private enterprise. 

Significance of Statistical Findings. Nevertheless, the statistical 
findings clearly indicate that no simple relationship exists between long¬ 
term capital directly absorbed by the Federal Government and long-term 
borrowed and equity capital absorbed by private enterprise. An increase 
in the volume of capital absorbed by the Federal Government is not 
necessarily associated with a corresponding fall in the amount absorbed 
by private enterprise. 

The statistical results do not, however, prove that the inverse tend¬ 
ency postulated in Adams’ theory does not exist at all. It may still be an 
important force. But at some times at least, other forces are more im¬ 
portant, so that the volume of long-term capital absorbed by the govern¬ 
ment and industry may rise and fall together. Long-term government 
financing need not be at the expense of long-term private financing 
through the open market, in the sense that a rise in the volume of the 
former need not mean a fall in the volume of the latter. 
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Significance of Debt Retirement Policy 

The above discussion has been largely in terms of the net absorption 
of capital funds by the government. It is worthwhile to consider debt 
service by itself for a moment. 

Relation to Tax Policy 

The servicing of the debt depends to some extent on the tax policy 
which is followed. The problems of public debt are essentially problems 
of “taxation later” as compared with those of “taxation now,” provided 
that the given level of expenditures is to be maintained and resort is not 
to be had to outright printing of money. Thus the question of the inci¬ 
dence and other economic effects of taxation is an integral part, possibly 
the most important part, of a study of the public debt. This is true not 
only in the narrow sense that public borrowing is a method of avoiding 
taxation now and making necessary taxation later, but also in the broader 
sense “that public credit depends upon the adequacy of the taxing power, 
together with the willingness of the people (or government) to employ it 
in the service and repayment of the public dcbt.”^® 

Payment of interest and retirement of debt could conceivably be 
achieved by continued borrowing or by printing money. Otherwise taxes 
must be levied for the purpose. Thus the full effects of debt service policy 
cannot be considered independently of the effects of the taxation it 
necessitates. Such effects include the impact on the supply of loanable 
funds and therefore on private finance. An attempt was made to point 
out such effects in Part III of this book and no adequate summary could 
be attempted here. 

Financial Effects 

The payment of interest and principal on account of the public debt 
may have important financial consequences. When the bond holder re¬ 
ceives his payments of interest and principal he may conceivably reinvest 
them in securities or increase his consumption or merely add to his cash 
balances. Of these possibilities the first and third are the most likely 
with respect to the payments of principal. The only significant exception 
is the case where the government bond is part of a definite savings pro¬ 
gram of the bond holder and when the maturity of the bond signifies the 
time when the savings are to be consumed. As for the interest it may be 
expected that consumption will again come in for only a small share since 

Leland, Harvard Business Beview^ op, cU., p. 257. 
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only a small proportion of all government bond holders are individuals. 
As for dividends made possible through the interest payments received 
by corporations, it is mainly the higher income groups which will benefit. 
Hence with respect to both interest and principal the overwhelming por¬ 
tion of the sums involved will find their way into savings, mainly the 
purchase of government and private securities. The increase in consump¬ 
tion and the resulting multiplier effects will be virtually negligible. 

We now turn to the choice between the purchase of government or 
private securities with the funds received as a result of the service of 
the debt. The existence of a choice will in itself tend to ease the credit 
situation for private enterprise since there is a possibility, at least, of 
the investment of the funds in private enterprise. This tendency is, how¬ 
ever, only one of several important factors to be considered. If govern¬ 
ment bonds are merely being refunded, then a favorable tendency (with 
respect to the private credit market) will be offset somewhat by the fact 
that the government is again absorbing an equivalent sum of money. 
The existence of large excess reserves modifies the importance of this 
latter consideration. At the same time the effect of an arbitrary monetary 
policy on the part of the Treasury makes questionable the significance of 
all these tendencies since the government has sufficient powers to offset 
any or all. The effect of debt service upon the availability of capital for 
private enterprise must be held in the background, to assume an im¬ 
portant role when Treasury policy subsides. This is true particularly in 
cases where Treasury policy is of a sporadic nature making itself felt 
mainly before a particularly large volume of government borrowing— 
with respect to which there is some evidence as well as reason. 

Public debt retirements or public debt charges generally constitute 
only one aspect of the public debt program at any time. Their effects on 
the capital market are of the same quality and therefore are capable of 
being overshadowed by increased public debt receipts at any time. The 
effects of retirement upon business may be overshadowed by the similar 
effects (usually acting in the opposite direction) of public debt borrowing. 
Hence very little in the way of a consistent relation between retirements 
and business activity can be expected. There are, however, several periods 
in which public debt retirements did play a significant role. This is suffi¬ 
cient to warrant the greatest care in the management of public debt with 
respect to retirements. 

The effects upon business, it should be noted, are mainly indirect, 
through increasing the availability of capital for private enterprise, than 
direct, e.g. via an increase in consumption. Hence retirements can act 
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as an additional instrument of monetary control in the hands of the 
Treasury, taken in conjunction with a large cash balance. When the 
private capital market shows signs of tightening and it is undesirable to 
use other methods of easing the situation, then the purchase of govern¬ 
ment bonds, preferably in the hands of non-banking corporations, by the 
Treasury out of its cash balances offers an opportunity of making avail¬ 
able capital which may be used for investment in private enterprise. In 
cases where action of this sort may be extremely desirable, the Treasury 
might ensure success of its plans by restricting its short-term financing, 
via the banks, so that the quality of the capital it takes off the market is 
not such as to offset that which it wishes to put on the market through its 
retirement program. 


Conclusions 

In our theoretical analysis we found that when we take account of 
certain significant institutional factors such as the existence of unemploy¬ 
ment, the availability of credit, and the Treasury’s easy money policy, 
government financing need not be achieved at the expense of private 
financing and capital investment. Both may increase and decrease con¬ 
currently. Our statistical analysis studied one aspect of this question, 
namely that of financing, the other aspect, that of actual capital invest¬ 
ment and thus production and employment, being left to a later section 
of this study. With respect to the question of financing, the statistical 
findings are definitely not what the simple “classical” theory would lead 
us to expect. That theory leaves out of account the existence of unem¬ 
ployment, the availability of credit, and the easy money policy. On the 
contrary, these findings are precisely the type which one would expect 
from any realistic theory which takes account of a variety of factors 
which may offset any tendency for an inverse relationship between gov¬ 
ernment and private financing. 

If the government needs funds, it can get them in one way or another, 
e.g. from the banks, and can even substantially dictate the terms through 
the monetary powers at its disposal. The government certainly need not 
wait upon private savers. If private enterprise is sufficiently profitable, 
it too can obtain funds, usually from private savers with an eye to profit 
or, if necessary (and we are considering profitable enterprise) through the 
sale of its securities (e.g. notes) to the banks. As long as the banks have 
plenty of excess reserves, the choice they make with respect to their 
portfolios is more absolute than relative: they need not choose between 
government and private securities; they can take both if each is attractive 
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in itself. In this way the volume of government and private financing can 
rise and fall together. They need not always do so, however. An expla¬ 
nation of the case when the two act in opposite directions lies in the 
following statement by Professor Hart: 

Government debt is unlike private debt . . . because its changes do not de¬ 
pend on prospects of profit for the debtor, or on the creditor’s changing confidence. 
Government debt is thus more likely to rise during depression than is private debt. 
Its growth depends on such things as the desire to push public construction to help 
relieve unemployment, the fall of revenues below estimates, hesitation of govern¬ 
ments to handicap business in hard times by raising tax rates, and even—in the case 
of federal debt—desire to control the volume of effective money. The Federal Govern¬ 
ment, moreover, “manages” not only the size and composition of its debt, but also 
—^through its powers over money and banking—the character of the market for its 
securities. Public debt is thus linked with the problem of monetary management.®® 

When private enterprise finds it unprofitable to expand and docs not 
absorb outside capital, the government may find it desirable, and tlirough 
its monetary powers possible, to expand the volume of its own borrowing 
(e.g. to maintain relief payments). Hence government borrowing may 
sometimes be at the expense of private financing and sometimes quite 
unconnected with it. 

Supplementary Note 

At several points in the above discussion the statement is made that 
the purchase of government bonds by the banking system need not bring 
about a decrease, and may even bring about an increase, in the volume 
of member bank excess reserves. This may require some amplification 
by referring to some of the various possible changes as explained in the 
Federal Reserve Bulletin. 

Case 1. Public Buys Bonds. If the public buys the bonds by means 
of checks drawn on their bank accounts, there is a temporary fall in 
excess reserves when the Treasury deposits the checks at the Reserve 
Banks, but this temporary fall is removed when the government spends 
the money: 

“Let us now consider the case in which the public buys new securities. 
Certain individuals and corporations exchange a portion of their spend¬ 
able funds for government securities by drawing checks on their bank 
accounts. The Treasury deposits these checks in the Federal Reserve 

•® Hart, op. ci7., p. 220. Cf. Simeon E. Leland, “ Management of the Public Debt 
after the War,” American Economic Beview, Supplement Vol. 34, June, 1944; and 
Charles C. Abbott, Management of the Federal Debt (New York: McGraw-Hill Book 
Co., 1946). 
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banks, which in turn charge them to the member banks’ reserve accounts. 
Up to this point, therefore, there has been a decrease in bank deposits 
and in member bank reserve balances. When the Treasury disburses the 
funds derived from the sale of its securities by drawing checks on the 
Federal Reserve banks, those receiving the checks deposit them with 
their own banks; the banks in turn deposit these checks with the Federal 
Reserve banks, and thus banks’ deposits and reserves are increased. All 
factors in the reserve situation—deposits, required reserves, and total 
reserves—are restored to their former level.”®^ 

Case 2. Member Banks Buy Bonds. If member banks buy the 
bonds, their reserve balances are temporarily reduced but are replenished 
when the government spends the money it receives. The ultimate effect 
is an increase in deposits, an increase in required reserves, and, since re¬ 
serve balances are unchanged, a fall in excess reserves: 

*‘Let us first consider the case in which banks do the purchasing. The 
banks pay for these securities in one of two ways: either by drawing 
checks on their reserve balances at the Federal Reserve banks, or by 
giving the government deposit credit on their books. In so far as the 
banks make payment immediately *in cash,’ that is, in checks drawn 
on reserve balances, the debiting of the checks to those accounts results 
in a diminution of the total reserves of member banks. But the decrease 
is only temporary. When the government disburses the proceeds of the 
loan, as it usually does in the course of a relatively brief period, it draws 
on its balances at the Federal Reserve banks; these checks flow into the 
hands of individuals and corporations and are deposited in various banks, 
and as the banks in turn deposit the Treasury’s checks with the Federal 
Reserve banks, member bank reserve balances in the aggregate are re¬ 
stored to their former level. The net result of this borrowing and spend¬ 
ing operation, therefore, is that bank deposits have increased, while total 
reserve holdings of all banks have remained unchanged. Since an increase 
in deposits calls for a larger volume of required reserves, the required 
portion carried as excess reserves has declined. 

‘Tf instead of making payment in cash the banks pay for new securi¬ 
ties by giving the government deposit credit on their books, as they 
frequently do, the net result is the same although the order of events is 
somewhat different. Total bank deposits immediately rise as the banks 
credit the Treasury’s account, required reserves increase fractionally, 
and since total reserves remain unchanged, excess reserves decline. Sub- 

Federal Reserve Bulletin^ January, 1940, p. 10. 
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sequently, when the Treasury calls on the banks for these funds, and 
they are drawn into the Federal Reserve banks, member bank reserves 
temporarily decline. But after the funds have been disbursed by the 
Treasury, the end result of the entire operation is an increase in the 
public’s deposits and an increase in required reserves; total member bank 
reserve balances have been restored to their former level, and excess re¬ 
serves have been diminished.”®^ 

Case 3. Member Banks Resell Bonds to Reserve Banks. If the 
member banks resell to the Reserve Banks the bonds they have pur¬ 
chased from the Treasury, or if the Reserve Banks should buy the bonds 
directly, reserve balances and member bank deposits rise equal amounts 
after the Treasury spends the money.®® Since only part of the increase 
in reserve balances is required for the increased deposits, excess reserves 
rise: 

“When the Reserve Banks buy United States Government securities 
or make advances, they put reserve funds at the disposal of member 
banks, and thereby increase their lending power.”®^ 

Federal Reserve Bulletin^ January, 1940, pp. 9-10. 

•• If the Reserve Banks buy from the Treasury and the latter deposits the money 
with the Reserve Banks, then the increase in member bank reserve balances occurs 
only after the Treasury spends the money. 

Federal Reserve Bulkiin, February, 1941, p. 113. 
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We liave all seen cartoons of a new-born babe with a millstone around 
its neck reading “$2,000 per capita public debt,” or words to that effect. 
The impression that is intended is that the poor child is born with an 
obligation in the form of the per capita public debt and is thus under a 
financial handicap from the beginning through no fault of his own. 

The same pictures should also show the child grasping in his hand a 
government bond reading “$2,000 per capita public debt” or whatever 
the amount is at the time. For just as his share of the debt otved is $2,000 
so is his share of the debt oivnedy since only a negligible portion of govern¬ 
ment debt in the United States is owned outside the United States, It is 
clear that the per capita domestic debt owned is the same as the per capita 
domestic debt owed. The child is born under no financial handicap. 

What, then, are the issues involved in a domestically held debt? How 
high can the debt be permitted to go? Is there really any economic limit 
to the debt? The answers turn around the distribution of debt holdings, 
the tax structure, the transfers from taxpayers to bondholders, the effects, 
if any, on the distribution of wealth and income, and the resulting or 
independent effects on economic activity. The subject of limit to the 
public debt is part and parcel of the general problem of tlie economic 
effects of government borrowing. In this case all aspects of public debt 
must be considered—borrowing, spending, taxing, and repaying. Eco¬ 
nomic limits to the public debt depend on the economic effect of all 
instruments of government finance. 

Impact of Public Debt upon the Economic System 

The depression of the ’30’s and the defense program which was under¬ 
taken at the end of the same decade directed attention to the place of 
public debt in the economic system. We need not go far to find the 
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reasons. The gross public debt of the Federal Government rose from 
$16.19 billion in the fiscal year 1930 to $40.44 billion in the fiscal year 
1939^ and $42.97 billion in the fiscal year 1940,2 At the end of the calen¬ 
dar year 1940 the figure was $44.46 billion.® The trend of debt which 
was then expected for the following few years is indicated by the increase 
in the legal debt limit to $65 billion in 1941.^ 

The question which was asked and is still pertinent despite our pres¬ 
ent debt of about $250 billion is, How high can we safely permit the 
public debt to be? Related to this question is a congeries of problems 
connected with the types and amounts of taxation and borrowing which 
are employed in financing any level of spending. Solutions to these prob¬ 
lems must be based upon an analysis of the mariner in which various 
aspects of public debt operations affect the economic system, taking into 
consideration the contemporary institutional set-up. Only when this 
analysis is completed are we in a position to consider fully the implica¬ 
tions of a public d(^bt program and relate these implications to the 
question of economic limits to the debt. A full consideration of the eco¬ 
nomic effects of public debt is thus a prerequisite and component part 
of a discussion of debt limits. 

Points of Impact. There are two methods of financing a given vol¬ 
ume of government expenditures: taxation and borrowing (including 
what is virtually printing money or creating credit where borrowing 
from banks is in excess of savings deposited in them). In comparing 
these two methods we must consider not only the effects of taxation on 
the one hand (i.e, taxation now) and borrowing on the other (i.e. taxation 
later when revenues must be raised to service the debt), but we must 
also take into account the following: the effects which the borrowing of 
the funds in itself may have upon the capital market and through it on 
other factors in the economy; the effects of the public expenditures made 
possible by the funds obtained; and the effects of repaying the debt with 
the possible repercussions upon purchasing power, availability of credit, 
etc. Thus in studying the economic effects of a public debt program we 
should*really consider the effects of (1) borrowing, (2) spending, (3) tax¬ 
ing, and (4) repaying. Chronologically speaking, several of these aspects 
may coincide, but for purposes of analysis each may be considered sepa¬ 
rately and has been considered separately in earlier parts of this book. 

1 Annual Report of the Secretary of the Treasury, 1939, pp. 450-51. 

* Federal Reserve Bulletin, February, 1941, p. 149. 

* Ibid,, “Banking and Treasury Finance in 1940,” p. 90. 

< The debt limit is currently $275 billion. 
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The independence of the various instruments of government finance is 
particularly noteworthy where there is a large and flexible working cash 
balance. Now that each aspect has been studied alone they may all be 
combined to give us a picture of the potential effects of the public debt 
program as a whole. 

Complexity of the Problem, It will be evident that a study of this 
sort touches upon virtually every aspect of our economic life and pre¬ 
sents serious problems of analysis. The economic system is so compli¬ 
cated, every variable has so many determinants, and interrelations among 
variables are so great that at best we can merely expect to indicate 
tendencies which manifest themselves under various special sets of con¬ 
ditions. Some of the more important factors and limitations are discussed 
in the following statement of Adams: 

In tracing the industrial effect of loans, much depends upon the purpose for 
which money was borrowed; upon the nature of the transaction; upon the industrial 
condition of the people who bear the loan; upon social relations as indicated by the 
distribution of property among the people; upon the varying sums in which the 
loan is held, and the comparative numl)er8 that become creditors of the state, as 
also upon the other conditions that will readily suggest themselves to the reader. 
Nor are loans themselves homogeneous, but vary in character as do the circum¬ 
stances under which they are issued. Our conclusions, therefore, respecting the 
industrial effects of public borrowing must be hypothetical rather than general, 
and particular rather than universal. We can not expect to discover any grand 
principle by which financiering may be reduced to rule, but we may hope to become 
more perfectly acquainted with the nature of deficit financiering and to formulate 
certain maxims which will be of assistance in the practical administration of treas¬ 
ury affairs. * 

Dangers in Private Analogies, Another element of complexity lies 
in the fact that analogies based upon private economic activity frequently 
lead to the most erroneous conclusions. There are fundamental differ¬ 
ences between the effects of certain types of activity undertaken by 
private individuals and the effects of such activities undertaken by the 
economy as a whole. The complexity of the problems involved is, un¬ 
fortunately, not generally recognized, with the result that we hear many 
glib statements regarding the disastrous effects of a deficit-spending pro¬ 
gram. The conviction that there is something inherently wrong in such a 
program is so deeply ingrained in the thinking of the American public 
as to be considered one of our social institutions. Dan Throop Smith 
presents an interesting statement of this point: 

* H. C. Adams, Public Debts, pp, 52-53. 
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The view that deficits are destructive of the all>important element of business 
confidence may be presented in many ways. One has only to think back to the news¬ 
paper reports of 1931-32 to recall the simple and direct manner with which one was 
informed that an unbalanced budget was “dangerous,** “cowardly,** and, above all, 
“unthinkable.** This somewhat negative and even adjectival attitude received per¬ 
haps its most spe<5tacular manifestation when Vice-President (then Speaker) 
Garner brought the members of the House of Representatives to their feet by chal¬ 
lenging all those who did not favor a balanced budget to remain seated.® On purely 
scientific grounds one might be inclined to ridicule such performances and speak of 
circular reasoning where the circle has a radius approximating zero. But this almost 
instinctive and intuitive belief in the sanctity of balanced budgets must not be 
treated lightly. 

In past centuries unbalanced budgets have been associated with, and in many 
cases the cause of, calamitous events. The general opinion has come to be that such 
disasters follow as inevitable results, and, almost as a part of our heritage, deficits 
have been viewed as portentous. On the whole this popular belief is a most fortunate 
public safeguard. The acceptance of the view that unbalanced budgets are danger¬ 
ous, even if it is at times unreasonable, serves as a check against legislative excesses.’ 

Essentially our task is to determine whether and to what extent this 
instinctive distrust of deficit spending is economically defensible; i.e. to 
what extent there are economic limits to the public debt. 

Significance of Unemployed Resources. The existence or absence 
of unemployed resources is of peculiar importance in evaluating public 
borrowing. But the question of unemployment is not merely one of quan¬ 
tity; it is one of quality as well. There may be a shortage of labor in one 
type of activity and a surplus in another. This fact, true in general, is of 
particular importance if we relate our analysis, as we attempt to do, to 
the contemporary American economy. The unemployment situation of 
the ’30’s, with respect to both manpower and productive capacity, has 
been summarized in a very comprehensive and yet concise manner by 
Professor Alvin Hansen whom we take the liberty to quote at length: 

When the vastly expanded defense program was undertaken in 1940, we were 
still a long way from full employment. Accordingly, expansion of output and em¬ 
ployment to take care of the needs of defense, and even to increase civilian produc¬ 
tion, was possible . . . Employment averaged about 47 million persons, slightly 
above the 1937 level and about one million persons below the average for 1929. 
Since the labor force for 1940 was estimated at about 56 millions, some 9 million 
persons were unemployed—about 8 million by the end of the year. While some part 
of this number is more or less unemployable, one should remember that probably 
2 to 3 million surplus workers, counted as employed in agriculture, are ready to 

• Congressional Record, 72nd Congress, 1st session, p. 7028 (March 29, 1932). 
’ Dan Throop Smith, Deficits and Depressions (New York, 1936), p. 170. (With 
the permission of John Wiley & Sons, Inc., publishers.] 
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seek jobs in urban industries whenever opportunity affords. Moreover, the World 
War experience indicated tiie existence always of a vast potential labor supply 
which can readily be drawn into the labor market when labor scarcity becomes 
intense . . . 

With respect to plant and equipment, the possibilities for expansion have been 
shown to be enormous in the non-continuous process industries.* Two or even three 
shifts could l)e introduced, if necessary, thus providing greatly expanded output 
without any large capital outlays. To some extent a lengthening of the work week 
in the more essential industries, on the basis of overtime, would be helpful. The 
system of overtime may indeed be a quite scientific method of automatically ad¬ 
justing wage rates in boom industries. The situation is most critical in steel, a con¬ 
tinuous process industry; here at the end of 1940 we were already operating close 
to 100 per cent of capacity.® 

The existence of unemployed resources, i.e. the possibility of ex¬ 
pansion of our production, must play a crucial part in any consideration 
of the effects of a public debt program. At a time when there are virtually 
no unemployed resources, any growth in the public debt (or, perhaps, 
even the failure to reduce the public debt) must be viewed in a different 
light than at a time of widespread unemployment. 

Method of Analysis. In attempting to reduce the problem to man¬ 
ageable proportions we are greatly aided by the fact that certain practical 
considerations enable us to limit the possibilities greatly. These were 
mentioned in the preceding chapter. They are: the distribution of public 
debt ownership; the relative importance which public debt holds in 
Reserve Bank credit; the availability of credit; the Treasury’s working 
cash balance; and the Treasury’s attitude toward an easy money policy. 
There are, of course, other institutional factors, such as the existence of 
various degrees of monopoly, which influence the analysis at various 
points. With these considerations in mind, we may review the effects of 
public debt at each point of impact upon the economic system: borrow¬ 
ing, spending, taxing, and repaying. Then in order to draw together the 
conclusions derived we deal with the effects of the public debt program 
as a whole in relation to such factors as production, prices, and business 
activity; savings and capital formation; distribution; the burden and 
finally limit of the public debt. At various stages in the analysis refer¬ 
ence is made to statistical data, and in some cases a combined theoretical- 
statistical analysis is undertaken. Since we are not here concerned with 
the history of thought in the field of economic effects of public debt, no 

® See George Terborgh, “The Problem of Manufacturing Capacity,*’ Federal /?«- 
serve Bulletin, July, 1940, pp. 639-46. 

® Alvin H. Hansen, “Defense Financing and Inflation Potentialities,” Review of 
Economic Stalistics, February, 1941, p. 1. 
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comprehensive attempt is made to provide references to the literatuie 
on the subject. 

Relations Between Public Debt and Economic Activity 

In considering the effects of public debt upon production, income, 
prices, and other economic variables which go into the concept of eco¬ 
nomic activity, we must take account of all aspects of the government’s 
borrowing operations. We must consider the effects of the flotation of 
the bonds, of the spending of the money involved, and of the servicing 
of tlie debt. Moreover, in this analysis we cannot assume that the causal 
relation necessarily goes from public debt to economic activity. Hart has 
said that debt changes are both the cause and the effect of prosperity 
and depression.This does not mean, of course, tliat every particular 
situation is a hopeless hodgepodge of causal interrelations. In some cases, 
particularly if we introduce the concept of time-lags, it is not difficult 
to trace the causal analysis step by step in one direction. One writer, 
Ackerman, to mention an extreme view, emphatically disapproves of any 
implication that the direction of causation during the period 1929-37 was 
from depression to debt.^^ Causal effects took place in both directions, 
but this does not mean that we must give up any attempt to find a pre¬ 
dominant causal relation in one direction or the other. 

Any statistical analysis of the relation between public debt and eco¬ 
nomic activity is faced with definite limitations. For one thing, regard¬ 
less of how many leads or lags we may discover, the statistical analysis 
in itself (cannot tell us the direction of causation in any particular in¬ 
stance. Moreover, and partly as a result of this, it cannot tell us the 
relative importance of various factors in a causal relationship. The best 
we can do is keep in mind the conclusions to which theoretical analysis 
leads us and see which of these conclusions may be eliminated as being 
inconsistent with the facts. For instance, a theory telling us that public 
deficits necessarily lead to inflation would be hard put to explain a sta¬ 
tistical analysis which shows that there have been periods of increasing 
deficits, accompanied by falling prices. The theory would, at least, have 
to be recast in terms of deficits ultimately leading to inflation, or public 
deficits being other than the predominant factor affecting prices. Quali¬ 
fications such as these are of the utmost importance and any statistical 
analysis that can point definitely to the necessity of such qualifications 

A. G. Hart, Debis and Recovery^ pp. 6-8. 

Ibid., p. 248, n. 4. 
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serves a useful purpose even though it cannot categorically answer the 
central question of causal direction. 

Fluctuations in the Price Level 

There are a number of ways in which changes in the public debt may 
affect the price level. At the time of borrowing, the price level of private 
securities may fall if holders of private bonds find it necessary to sell 
their holdings in order to purchase government bonds. Moreover, if the 
issue of public bonds has induced an amount of savings which would not 
otherwise have taken place, there would be a tendency for diminished 
purchases and thus for prices to fall. At the time of spending the money 
(as pointed out above, the existence of a large governmental cash balance 
means that the time of borrowing need not coincide with the time of 
spending) there will be a tendency for prices to be bid up in so far as 
government competes with private demands. The existence of a large 
volume of unemployed resources, however, would reduce the strength of 
this tendency. Rising prices in turn reduce the cost of the debt in terms 
of goods but impose a penalty on the holders of the debt; falling prices 
increase the cost of the debt in terms of goods but constitute a wind¬ 
fall to holders of the debt. The interrelations of debt, price change, and 
economic fluctuations are of prime importance in determining the burden 
of the debt, 

In the raising of revenue for repayment there are conflicting tend¬ 
encies. Income taxes which impinge on consumption would tend to lower 
the price level through reduced expenditures, whereas taxes on commodi¬ 
ties would tend to raise prices in so far as they are passed on. At the time 
of servicing the debt (again a large governmental cash balance means 
that the time of servicing of the debt and the time of raising the taxes 
need not coincide), there will be a tendency to raise the prices of both 
private securities and commodities through investment or expenditure 
of the funds released. 

Historical Relationship. The following historical study does not 
enable us to tell the strength of the conflicting tendencies which exist 

See S. E. Harris, The National Debt and the New Economics, especially Chapter 11 
(New York and London: McGraw-Hill, 1947). Cf. Evsey D. Domar, “The 'Burden 
of the Debt* and the National Income,” American Economic Review, December, 1944, 
pp. 798-827; and Abba P. Lerner, “The Burden of the National Debt,’* in Income^ 
Employment, and Public Policy: Essays in Honor of Alvin H. Hansen, pp. 255-75 (New 
York: W. W. Norton & Co., 1948). 

Sources of the following data: federal debt, U.S. Treasury; wholesale prices, U.S. 
Bureau of Labor Statistics; business activity. National Bureau of Economic Research. 
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but does permit us to tell whether the net effect of a change in debt has 
been strong enough in itself to result in a rise or fall of prices. The vari¬ 
able “annual changes in the federal debt” gives us roughly the net effect 
of the increase in the debt caused by deficit spending and the decrease 
brought about through retirements. We may compare this variable with 
wholesale prices of commodities. 

The gross federal debt fell from $86.43 million in 1803 to $45.21 
million in 1811. During this period wholesale prices first rose from 93.9 
in 1803 (1926 = 100) to 104.2 in 1805, then fell to 93.9 in 1808, rose 
again to 107.7 in 1810, fell to 104.9 in 1811. Here obviously no consistent 
relationship one way or another can be found. From 1811 to 1815, public 
debt rose from $45.21 million to $127.33 million, then it fell to $89.99 
million in 1820 and rose somewhat to $93.55 million in 1821. Wholesale 
prices also rose after 1811, the rise reaching a peak of 154.6 in 1814. 
Subsequently, it consistently declined, with a slight break in 1817 to 
73.2 in 1821. In this period, substantially speaking, public debt and com¬ 
modity prices rose and fell together, a pattern which is consistent with a 
theory that government deficit spending is a predominant fluctuating 
factor influencing prices. 

From 1821 to 1834, there was a consistent fall in the public debt 
from $93.55 million to $0.03 million. Wholesale prices rose slightly from 
1821-1822, but then fell consistently from 75.2 in the latter year to 65.6 
in 1830; after a rise to 71.7 in 1832 it fell again to 65.6 in 1834. During 
the greater part of this period of net-repayment of the debt, it will be 
seen that public debt and prices moved together. From 1834 public debt 
rose with some significant fluctuations to $68.3 million in 1851. There 
was no comparable rise in wholesale prices. In fact, the figure in 1851 
was 64.5, slightly below the 65.6 of 1834. Public debt fell from 1851 to 
1857, reaching a low of 28.70 in that year, and then it rose with the 
Civil War to a high of $2.8 billion in 1866. The pattern of prices, although 
not coincident with this, was largely similar, a low of 60.9 being reached 
in 1860 and a high of 132.0 in 1865. Here again the theoretical expla¬ 
nation, would run in terms of substantial effects of deficit spending occa¬ 
sioned by the war. 

Public debt declined sporadically but nevertheless substantially from 
1866 to 1893, when a low of $961.43 million was reached. Prices also 
exhibited a substantial decline in this period, although the patterns did 
not quite coincide, the low of 46.5 being reached in 1896. During the 
period 1894 to 1916, no very significant movement in the public debt 
took place, the range being between $1.0 billion and $1.4 billion. Prices, 
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however, tended to rise in the period, although substantial fluctuations 
did take place. The two series fluctuated diversely during this period 
without any marked relationship. The World War I peak in the public 
debt, 25.5 billion, was reached in 1919, with a consistent decline there¬ 
after to 16.2 in 1930. Since then, of course, there has been a precipitous 
rise, the figure 40,4 being reached in 1939. The peak in wholesale prices, 
154.4, came in 1920, and then there was a rather choppy fall to a low 
of 64.8 in 1932. Subsequently there was a rise of 86.3 in 1937 and a fall of 
77.1 in 1938. Except for this last decrease the two patterns had a great 
deal of similarity. One cannot, however, attribute the fall in prices from 
1937-38 to the small increase of only 0.7 billion in the debt in 1938 with¬ 
out being confronted by the fact that prices continued to fall in 1939 
even though the increase in the debt that year was $3.3 billion. 

Interpretation of the Historical Data. The above analysis war¬ 
rants certain observations regarding the historical behavior of the federal 
debt and prices. Only when great increases or decreases in the debt have 
taken place, e.g. with w^ars or severe depression, has there been any 
evidence of similarity in the patterns of debt and prices. During ordinary 
times there w^as no consistent relation one way or the other. This assists 
us in evaluating tentatively the role of public debt in the price system. 
The magnitude of public debt is not sufficiently great in ordinary times 
to have a predominant influence on the level of prices. It is only in extra¬ 
ordinary times the volume of deficit spending has reached such propor¬ 
tions as to offset the numerous counter-tendencies that exist in affecting 
prices. 

Fluctuations in Business Activity 

The analysis of the relation between public debt and business activity 
must likewise take account of all aspects of public debt operations: 
borrowing the money; spending it; raising the money for servicing the 
debt through tax revenues; and, finally, servicing the debt. In borrowing 
the money the government may affect business enterprise unfavorably 
if it attracts capital which would otherwise have been spent or invested 
in private enterprise or if it creates a general lack of confidence. At the 
time of spending the money, a favorable effect on business may occur 
through induced consumption and investment. 

Tax revenues would tend to depress business so far as they impinged 
on consumption or restricted the flow of capital for private enterprise; 
provided the latter actually raised the cost of financing and restricted 
capital formation. The servicing of the debt would tend to promote busi- 
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ness activity in so far as it increased consumption or eased the money 
market for private enterprise. In addition to these factors, since business 
expectations are to a large extent a function of business confidence, we 
must consider the effects of a deficit-financing program on confidence. 
The net effect of all these factors may be judged roughly by comparing 
changes in the public debt with the high and low points in business 
activity over an extended period. Mitchell’s designation of high and low 
points is used below. 

Historical Relationship. The federal debt fell to a low point of 
$28.70 million in 1857 after a steady decline from 1851 when the figure 
was $68.31 million. This low point of 1857 coincides with a high point in 
business activity, achieved in 1857. This was followed by a low point in 
1858. In the period 1857 to 1866, when a continued rise in the public 
debt look place, reaching a high of $2.76 billion in the latter year, there 
were two high points and two low points in business activity. The high 
point of 1860 coincides with an increase of $6.34 million and the low 
point of 1861 with an increase of $25.74 million. The high point of 1865 
coincides with public debt increase of $0.86 billion. The low point in 
business activity in 1867 coincides with a fall to $0.11 billion in the 
federal debt. 

From 1866 there took place an almost steady decline in the federal 
debt to the year 1893, when the figure was $96 million. During this 
period (leaving out 1867 which was previously considered) there were six 
high points and six low points. The high point of 1869 coincided with the 
fall of $38.34 million, a smaller amount than in the previous two years. 
The low point in 1870 coincided with a fall of $108.66 million, w Inch was 
greater than in the previous three years. The business high j)oint of 1873 
coincides with the fall in the public debt of $58.76 million which was 
less than the previous three years. The low point in 1879, however, corre¬ 
sponds to an increase of $139.49 million in the public debt. The high 
point of 1882 corresponds to a debt fall of $162.37 million, which was 
more than the fall of $71.62 million of the previous year, 1881; the low 
point of 1885 corresponds to a relatively small decrease in the public 
debt of $46.76 million. In the year of the next high point, 1887, the fall in 
the public debt was greater than tliis, $90.17 million, and much greater 
than the previous year’s fall of only $22.89 million. The low point of 
1888 coincides with the fall of $80.86 million in the public debt, some¬ 
what smaller than the previous year. The business high point of 1890 
occurred during a much greater fall of $27.07 million in the public debt. 
The low point in the following year coincides with a decrease in the 
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public debt not significantly different, $116.59 million. The decrease in 
the public debt became smaller during the next two years and reached a 
low of $6.79 million in 1893 when there was a high point in business 
activity. 

The next period, 1894-1916, is one of various fluctuations in the 
public debt, increases taking place to 1899, decreases to 1905, increase 
again to 1908, then alternating falls and rises of two years each for the 
remainder of the period. The low point of 1894 coincided with an in¬ 
crease of $55.47 million. For the next high point, 1895, this increase in 
public debt had risen to $80.01 million. Then after a greater increase of 
$125.82 million in 1896, there was a sharp drop in the increase of $4.06 
million in 1897. In that year there was a low point in business activity. 
The increase in debt remained small the next year, being only $5.95 
million, but then took a great jump to $203.96 million in 1899, when 
there was a high point in business activity. This large increase in the 
public debt was suddenly converted into a great decrease of $173.28 million 
in 1900, in which year there was a low point in business activity. The 
decrease in debt slacked off during the next two years, being 41.85 in 
1901 and 43.54 in 1902, in which year there was a high point in business 
activity. 

During the next few years, however, the decrease in debt was even 
smaller ($18.62 million in 1903, $23.15 million in 1904, and $3.90 million 
in 1905) yet there was a low point in business activity in 1904. In the 
year 1906, a slight increase of $10.16 million took place and this was 
followed by a smaller increase of $4.66 million in 1907, when there was a 
high point in business activity. During the next year, however, when an 
increase of $30.51 million took place in the debt, there was a low point 
in business activity. During the next two years, there was a fall in debt 
and a high point in activity during the latter of the years, 1910. The 
increase in debt during the years 1911 and 1912 corresponds with a low 
point in activity in the latter year. In 1913 the debt increase of $39.86 
million of the previous year was converted to a fall of $0.79 million and 
coincided with a high point in business. 

In 1914 there was a low point, although the debt continued to de¬ 
crease to the extent of $4.81 million. From then on debt increased to 
the tune of $9.27 billion in 1918 when a high point in business activity 
was reached. In the next year, however, there was a low point, yet debt 
increased by the enormous amount of $13.24 billion. The high point of 
1920 and the low point of 1921 both coincide with falls in public debt to 
$1.18 billion and $321.67 million, respectively. The high and low points 
of 1923-24, respectively, likewise correspond with continued falls in the 
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debt, this time in the reverse order of magnitude, $614.39 million in the 
former year and $1.10 billion in the latter. For the high and low points 
of 1926 and 1927 respectively, this order was maintained, the falls being 
$873.90 million and $1.13 billion respectively. The high point of 1929 
corresponds with no significant change in the rate of decline in the public 
debt, the figure for that year being $673.09 million and for the previous 
year, $905.88 million. 

Since 1931 there has been a continued increase in the public debt 
(with the exception of the most recent years) with a business low of 
1933 again coinciding with no significant change in the rate of increase 
in the public debt, the figure for that year being $3.05 billion and for 
the preceding year $2.69 billion. The business high of 1936 coincided 
with a high point of $4.84 billion increase in the public debt; the low 
level of business activity in 1937 and 1938 coincided with falls in the 
increase of the public debt from $4.84 billion in 1936 to $2.88 billion in 
1937 and $0.74 billion in 1938. Subsequently there was an improvement 
in business and a rise of $3.28 billion in the public debt. 

Interpretation of the Data* From tliis analysis it is evident that 
there is no consistent statistical relationship between public debt and 
business activity. The statistics are, however, interesting in emphasizing 
the necessity of taking account of different types of factors in various 
periods for the explanation of the relative changes in debt and business 
activity. For the earlier period, the amount of change in the public debt, 
or change in the rate of change, was not so great as to make it possible 
for us to find a markedly consistent relationship. During the period before 
the 1930’s, by and large, business depression seemed to move in the same 
direction as debt changes. The economic explanation of this would prob¬ 
ably run in terms of deficits resulting from falling business. In more 
recent years, however, the role of public debt became so important that 
we could see a definite relationship of the opposite sort. Increases in the 
rate of growth of debt were associated with improved business conditions 
and reductions in the rate of growth were associated with depressed 
business conditions. These statistics seem to warrant an explanation of 
the relation between public debt and business activity, giving an active 
role to the former. The consistency of the statistical results with the 
theoretical analysis strengthens the belief that the latter contains the 
major factors to be taken into account. 

Savings and Capital Formation 

The preceding chapter on the important subject of the relation be¬ 
tween public debt and the private capital market included a discussion 
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of the effects of public debt upon savings and capital formation at the 
time borrowing takes place. We may briefly summarize these findings and 
then consider broadly the effects of other aspects of deficit spending, i.e. 
expenditures, taxation, and debt service. The term ‘‘savings” is used 
here to mean voluntary savings and not total actual savings. In the latter 
sense savings would equal net capital formation in any period.^® 

Borrowing the Funds. The flotation of the bonds ordinarily will 
not affect the volume of savings at all. Since the money is usually loaned 
voluntarily, it may be expected that the volume of savings will remain 
unchanged, a mere transfer of the funds taking place. There are, however, 
several exceptions to this. In time of war, when patriotic feeling is at its 
height, the existence of the bonds (or war savings stamps, or similar 
instruments) may in themselves promote some saving which would not 
otherwise take place. Even in ordinary times the existence of a con¬ 
venient method of saving for the future, e.g. by means of the United 
States Savings Bonds, may induce some people to curtail their consump¬ 
tion in order to provide for the future. Forced saving through a price rise 
resulting from borrowing through credit inflation may also be considered 
an exception (and thus would take place only under such circumstances 
as full employment or “bottlenecks”). By and large, however, the flo¬ 
tation of the bonds does not affect the rate of saving. 

The effect on the actual formation of capital is, however, another 
matter. In cases where bank credit is not readily available, it may be 
expected that an increase in government borrowing on the open market 
will result in a reduction in the volume of funds available for private 
enterprise. Unless corporations take stringent measures, such as a violent 
increase in business savings, the cost of financing capital investment 
would be expected to rise and a curtailment of investment would result. 
In cases where bank credit is available for financing investment (either 
short-term through a bank loan or long-term through a purchase of 
private securities), the curtailment in the formation of capital will be 
negligible if it occurs at all. Particularly in times when the low level of 
investment is due mainly to the unprofitability of expanding plant rather 
than to the high cost of capital financing, we may expect that there will 
be virtually no detrimental effects on capital formation through the act 
of public borrowing taken by itself. 

It is extremely important to understand these distinctions if confusion is to be 
avoided. See the items listed in Harold M. Somers, “ Classified Bibliography of Articles 
on Business Cycle Theory,” Readings in Business Cycle Theory (Philadelphia: The 
Blakiston Company, 1944X pp* 452-53. 
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Spending the Borrowed Money. Public expenditures tend to cause 
an upward movement in national income through the operation of the 
multiplier principle. This movement would usually also tend to be stimu¬ 
lated by private investment induced by the increased purchasing power 
made available by the government. These matters have been discussed in 
Chapters 4, 5, and 6. 

It is conceivable but not very likely that the public expenditures and 
the attendant increase in the public debt will by its very existence affect 
business confidence so unfavorably as to cause a decline in private invest¬ 
ment which would offset or more than offset the favorable effects of the 
government expenditures. This is, however, a most unlikely type be¬ 
havior. As national income rises, savings will also rise, and, according to 
the “psychological law” of Keynes, will form an increasing proportion 
of the increased income. In other words, although both consumption and 
savings will increase, the volume of savings will rise relative to that of 
consumption. 

The effect on the formation of capital will tend to be favorable up to a 
point. The increased purchasing power will increase the profitability of 
the heavy industries. The acceleration principle postulates that any in¬ 
crease in the rate of increase in consumption will, after a high level of 
employment of resources has been reached, tend to promote a relatively 
large percentage increase in the production of investment goods. This is, 
however, only one element in the complicated subject of the inducement 
to invest. A problem may arise in the increased volume and proportion 
of savings. Such savings mean that the increased volume and proportion 
of income paid out by businessmen wdll not be returned to them for the 
purchase of consumption goods. Unless this “gap” is filled by investment 
in some manner or other, either public or private, losses and a reduction 
in income, savings, and capital formation will result. In buoyant times 
the problem is not a substantial one since private business will fill, and 
more than fill, the gap. This will result from favorable long-term expecta¬ 
tions. But in times of what may be called hand-to-mouth investment, 
e.g. as often alleged in the period preceding the 1937 downturn, it is 
necessary to have a continued supply of public expenditures in order to 
prevent a fall in savings and capital formation. 

Taxation for Debt Service. Taxation may be regarded as a forced 
transfer of savings, from the taxpayer to the government. The taxes may 
conceivably be paid from that part of the individual’s income which he 
has saved so that the tax does not result in a reduction of his consump¬ 
tion. This is not a very likely situation. Ordinarily taxes will reduce both 
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consumption and saving. The taxes are ordinarily paid partly out of con¬ 
sumption in the sense that consumption is curtailed as a result of the tax. 

It is necessary to extend the analysis to include the case where the 
tax in itself has beneficial or harmful consequences (we are not here con¬ 
sidering the effects of the expenditure of the tax revenues). Excessively 
onerous business taxes, for instance, might tend to discourage enterprise 
and thus reduce income and savings. On the other hand, incentive tax¬ 
ation which would have the opposite effect will increase income and 
savings. Moreover, where the tax involves a transfer of forced savings, 
i.e. it impinges on consumption, it might tend to discourage business 
enterprise and thus lower income and savings. Finally, if credit is not 
freely available for private enterprise, the transfer of voluntary savings 
to the government will raise the cost of private financing and thus again 
might have a detrimental effect. 

The effect on the formation of capital is closely related to the above. 
If enterprise is encouraged, e.g. through the (unusual) cases of incentive 
taxation, the formation of capital will be promoted. Otherwise any re¬ 
duction in consumption or tightening of credit or direct impingement 
on the rate of profit will tend to have a detrimental effect upon capital 
formation. 

Debt Service and Repayment. Interest on the public debt is con¬ 
sidered income by the recipient and may be saved or consumed as with 
all income. If, taking the economy as a whole, this interest income sup¬ 
plants income which would have been derived from private enterprise, 
then public debt cannot be said to have had any net effect on income 
and savings. But if, as under present conditions, it is the more usual case, 
the flotation of the government bonds has not interfered with private 
investment and the income derived therefrom, then interest on the public 
debt constitutes a net addition to the money income of the community 
and thus an increase in part at least in the rate of saving. 

The repayment of the principal involves a transfer of “capital” and 
thus cannot validly be considered to have any effects whatever on either 
the size of private wealth or its distribution or the rate of saving. The 
only exception to this is the case where the government bond represented 
a temporary investment to the individual and the retirement of the bonds 
indicates the time when the individual will begin the consumption of his 
capital. In such cases, debt retirement tends to reduce savings and pro¬ 
mote consumption. 

The possible effects on the formation of capital are not, however, so 
limited. Although the volume of private saving remains substantially 
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unchanged by virtue of debt service and retirement, the amount of 
savings available for private enterprise is increased or, at any rate, the 
debt holder has the decision open to him as to whether he should invest 
in private securities or in government bonds again. This in itself would 
tend to ease credit conditions and thus tend to promote any capital 
formation which has been held back by lack of funds. As pointed out 
repeatedly, however, under current conditions most capital formation, 
if it is held back at all, is held back by the uncertainty surrounding profit 
expectations rather than the cost of financing. 

Conclusions on Effects on Savings and Capital Formation. In 
picking up all these ends and evaluating the net effect of a public debt 
program on savings and capital formation, we shall limit our problem to 
conditions where a large reserve of private capital is available and where 
the Treasury can virtually manufacture credit for its own purposes at 
will. In such cases a public debt program would likely have the following 
effects on savings: (1) At the time of borrowing, none; (2) at the time of 
expenditure, an increase; (3) at the time of taxation, none; and (4) at 
the time of repayment, a slight increase. In short, a public debt program 
taken as a whole can be so managed as to have a favorable effect, if any¬ 
thing, upon the rate of savings. This favorable effect, it will be noted, 
will come through the increased income and not through an impinge¬ 
ment upon consumption at a given level of income. 

Therefore capital formation will not be detrimentally affected on the 
demand side; and if credit is sufficiently freely available will not be detri¬ 
mentally affected on the supply side through a scarcity of loanable funds. 
On the contrary, the increased consumption resulting from the increased 
income will tend to promote capital formation. 

Distribution of Wealth and Income 

We have some basis for a consideration of the effects of a public debt 
program upon the distribution of wealth and income. The flotation of the 
bonds has no effect since the borrower is as wealthy after as before. The 
expenditure of the funds in itself has an indeterminate effect. In the first 
instance the funds may go to poorer individuals, thus tending to even 
out the distribution of income. As soon as the money is spent by these 
individuals the usual economic forces operate and income is distributed 
largely in accordance with the prevailing pattern. 

The effects of taxation will depend on the extent to which the tax 
structure is progressive. The servicing of the debt will provide income 
for the wealthier individuals who are preponderantly the owners of the 
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bonds, either directly or indirectly through corporations. This implies an 
increase in income of wealthier groups, provided that income from corpo¬ 
rate securities has not been affected. The repayment of the debt will have 
no effects in this respect since the holders of the bonds are then merely 
exchanging one form of private wealth for another. Thus a public debt 
program may (barring a regressive tax system) if properly managed, 
increase national income and thus presumably the wealth of all income 
groups. It will also have a tendency to increase differences in the dis¬ 
tribution of income unless the tax structure is sufficiently progressive. 
The progressiveness would have to be enough to offset the increased in¬ 
come going to the higher income groups as a result of both the interest 
payments (assuming that the volume of corporate interest payments is 
not changed by the availability of government bonds) and any tendency 
for the public expenditures to gravitate to these groups, via profits. 

Concluding Note on Economic Effects 

From the above observations of the probable relation between public 
debt and various aspects of economic activity, we may conclude that in 
extraordinary times, when sharp increases in public debt take place, 
public debt has played a dominant role in economic life. In ordinary 
times, when the level of the debt has been relatively low, other factors 
have been sufficiently effective to offset any influence that changes in 
the public debt. The result has been that in such times no consistent 
relation may be expected between debt and economic activity. 

The analysis indicates that it would be possible to obtain all the 
benefits of a public debt program without suffering any detrimental 
consequences. As soon, however, as the flotation of the bonds impinges 
on consumption and thus detrimentally affects the inducement to invest, 
or materially reduces the amount of credit available for private enter¬ 
prise; and as soon as the public expenditures are undertaken in such a 
maimer as to have a detrimental effect on business confidence, with a 
resulting decline in the formation of capital; and where the tax structure 
unnecessarily reduces consumption or discourages enterprise—then the 
effects on the formation of capital and thus of income are detrimental. 
The fear which many businessmen have of the public debt is alone suffi¬ 
cient to cause a decline in business activity. Professor Harris prescribes 
“a little homework” for the businessman on this subject.^^ 

“ See S. E. Harris, The National Debt and Ihe New Economics, p. 26 and Chapter 5 
(New York and London: McGraw-Hill Book Co., 1947). 
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Burden of the Public Debt 

The preceding discussion of the economic effects of the public debt 
provides a background for an approach to the more specific question of 
the burden of the debt. The time-worn qut^stion of the burden of the 
public debt is far from being settled. We must examine closely the mean¬ 
ing of the concept “burden” in this context, to see what is meant by 
those who glibly pronounce that “There is no burden to an internal debt” 
or that “Public borrowing cannot shift the burden of current expendi¬ 
tures to the future.” 


Some Sources of Confusion 

There is an important sense in which statements like these are 
true. But there is an equally important sense in which they are false. 
The unfortunate thing is that these senses have become confused with 
the result that many attractive but erroneous statements have been 
made about the “debt burden” (and, as we shall see later, about the 
“debt limit”). 

Strains and Frictions. Those who say that public borrowing is 
merely a transfer from the right hand to the left are making a statement 
whi(di is technically correct but which is very misleading; and which has 
been used in a misleading manner by economists as well as others. When 
one person owes some money to another living in the same house, we 
may say that the debt burden on the house as a whole is nil, but the 
internal strain of the borrowing, owing, and repaying may have the most 
important consequences. This point of view has been well expressed by 
Professor Wright;^® “ . . . the statement that an internally held public 
debt imposes no economic burden on society is not entirely true. The 
burden has been enormously exaggerated but it would be foolish to deny 
that it does exist. Strains and frictions may develop throughout the sys¬ 
tem.” We may, if we wish, call the burden arising out of these “strains 
and frictions” a “fiscal” burden, on the grounds that the burden is on 
the Treasury, which has to make the transfers involved. But this is surely 
dressing the wolf in sheep’s clothing, for all economic ills can probably 
be traced to “strains and frictions.” If the concept of “burden” has any 
meaning in economics at all, it may certainly be applied to the burden 
involved in an internally held debt. 

At the same time, this should not imply that we may ignore the 
purely fiscal burden, for the transfers involved pose serious questions 

David McC. Wright, Quarterly Journal of Economics^ November, 1940, p. 129. 
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upon a Treasury which does not wish to upset either the capital market 
or production and consumption at the time of flotation or servicing of 
the debt. It is in light of this that we must interpret Hart’s statement 
that there is no debt burden on the government.^® 

Transfers of Wealth. Another source of confusion which we must 
discuss briefly is the claim “Public debt increases the maldistribution of 
wealth and income,” or “At the time of borrowing there is a transfer of 
wealth from bondholders to the public and at the time of repayment 
there is a transfer of wealth from the public to bondholders.” These 
statements have an element of truth in them but again they are mislead¬ 
ing and have been used in a misleading manner. 

The first statement is true only relatively^ i.e. when comparison is made 
with a highly progressive tax system. The purchaser of the government 
bonds has no greater share of the community’s wealth after he purchases 
the bonds than before, nor has his income necessarily increased, for, by 
and large, he would have obtained an income from the use to which his 
resources were put before he purchased government bonds. The second 
statement is likewise misleading. The wealth of the bondholder is un¬ 
changed by the purchase of the bonds, hence the wealth cannot very well 
have been transferred to the government. What actually has taken place 
is a transfer of liquid private wealth (c.g. bank deposits) to the govern¬ 
ment in exchange for what is socially an illiquid claim (i.e. the govern¬ 
ment bond maturing in, say, twenty years) but what is privately actually 
quite liquid (since any individual can sell his bonds to obtain cash). One 
cannot even say that a transfer of a claim over social wealth has taken 
place since both bondholder and the government now have claims to 
social wealth. These two “confusions” may possibly be straw men, but, 
if so, they are straw men which have played a rather active role in the 
discussions of the past few decades. 

Shifting the Burden to the Future. We must also consider the 
now less-disputed question of shifting the burden to the future. Agreed 
that the real burden cannot be shifted to the future, it still remains true 
that the burden involved in extracting money from taxpayers for servicing 
of the debt is shifted to the future and thus may be a burden of the 
greatest consequences. This point has been competently expressed as 
follows:^’ 

Although as a nation we shall pay as we go, our government wiU have to spend 
money in colossal amounts. Must this money be borrowed, or wiU there be another 

Hart, op. eiL p. 219. 

i^Guy Greer, ‘‘Arming and Paying for It,” Harpers, November, 1940, p. 650. 
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way to get it? Can we make our financial arrangements fit the fact that we are pay¬ 
ing as we go, or must we add greatly to our already large internal debt? If we should 
do the latter in an effort to shift the burden to posterity we should be fooling our¬ 
selves. We should be postponing only the distribution of the burden, not the bearing 
of it. We should indeed be preparing a sorry mess for posterity, but it would not be 
the problem of paying for our armaments program. It would be the problem of 
making the descendants of most of us pay to the descendants of a few of us the 
enormous sums resulting from our national bookkeeping. 

The burden of an entire deficit-spending program cannot of course be 
considered apart from the question of expenditures. As Professor Leland 
has said, “It is on the expenditure side of the book that the question of 
the real burden of payments is to be answered.”^* When we are comparing 
the effects of taxation and borrowing as alternative methods of financing a 
given volume of expenditures, we may, however, leave out of account the 
effects of those expenditures in evaluating the future burden of borrowing 
per se^ since the effects of the expenditures would be common to both 
taxation and the borrowing. For a complete analysis one should, of course, 
take account of the detrimental effects of the taxation and also the detri¬ 
mental effects, if any, of the flotation of the bonds. If we take the volume 
of expenditures as given, we need not consider whether the expenditures 
are productive or not in comparing the burden of present borrowing (i.e. 
future taxation under conventional budgetary practice) with the burden 
of present taxation. 

Postponing the Strains and Frictions. Even though we reject the 
ordinary concept of an internal burden or of passing the burden to the 
future, we cannot, as pointed out above, neglect the fact that the exist¬ 
ence of the debt means that the servicing of the debt involves a transfer 
from taxpayers to bondholders at some future date, with the attendant 
“strains and frictions.” It is with respect to this future transfer that the 
much maligned measures of debt burden take on real meaning. These 
measures have been much abused and misunderstood, but when properly 
qualified they do give us a significant quantitative conception of the 
extent of the future burden—in terms of possible “ strains and frictions”— 
involved in the servicing of the debt. 

Measuring the Debt Burden 

Essentially, measuring the debt burden involves comparing the size of 
the debt with meaningful economic concepts such as wealth or income. 
This is a useful comparison even though the proportion of debt to wealth, 

Simeon E. Leland, “ Our National Debt,” Harvard Business Review^ Vol. 16, 
Spring, 1938, p. 267. 
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for instance, does not necessarily mean that a transfer of that proportion 
of the wealth must be made. It is only through making a comparison 
with something else that we can obtain an idea of the magnitude of any¬ 
thing; and the comparison is useful even though there is no functional 
relationship between the two items compared. The fact that tlie com¬ 
parison may be abused by those who do not comprehend its limitations is 
no reason why we must refrain from making the comparison ourselves. 

The obverse of the problem of measuring debt burden is that of 
measuring debt-bearing capacity. It is difficult to decide just what con¬ 
stitutes the debt-bearing capacity of any country or governmental unit. 
This is especially true of course if the debt is internally held, in which 
case the debt is in the aggregate owned by the same people to whom 
interest payments are made. Transfers are involved from citizen to cit izen 
via the government. What the maximum capacity is under such circum¬ 
stances involves a consideration of the economic hmits to the debt. Such 
being the case, it is no wonder that reliable measurements of debt-bearing 
capacity are not readily available since they would have to be created 
and interpreted with a full appreciation of the virtually unlimited prob¬ 
lems considered in this chapter. “Measuring” the debt buurden is one step 
in the analysis. In assessing the effects of the public debt it is useful to 
bear in mind economic measures of wealth and income without neces¬ 
sarily implying that the data used in such measures are functionally 
related. They are used merely as guideposts in determining relative 
magnitudes. 

There are, of course, a great many relevant economic concepts with 
which we can compare debt and debt service, e.g. wealth, income, ex¬ 
penditures, population, etc. No one of them alone can give us a compre¬ 
hensive idea of the burden of the debt, especially since each taken in 
itself has a great many qualifications attached to it. But just as the 
doctor inquires after a great many things, e.g. temperature, which taken 
by itself may not point directly to any particular disease, we must like¬ 
wise take into account a number of relevant factors which when con¬ 
sidered by themselves may be inconclusive.^® Since we are here concerned 
with the “ability” of the debtor rather than with the size of the debt, 
we are interested in comparison throughout. Hence we shall be concerned 
mainly with ratios rather than with actual amounts. 

Debt Compared with Population. The concept of debt per capita 
has been much abused in discussions of debt burden—so much so, in fact. 

See Hart, op. cii. p. 248. 
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that some writers have been led to discard the concept entirely. This is, 
however, a great mistake. The trend of debt per capita does contribute 
some valuable information regarding the burden of the debt. We pre¬ 
viously referred to the drawings of the new-born babe with a millstone 
around its neck representing the per capita debt. As pointed out before, 
this is completely misleading if the debt is internally held. Such abuses 
of per capita figures have, however, put such figures into disrepute. One 
could just as well say that the babe is born with the same amount of 
debt owing to him. The “average” baby is born with exactly zero net 
domestic public debt owed either by him or to him. 

The importance of debt per capita lies in an entirely different direction. 
It is useful to know the trend of debt compared with the trend of popu¬ 
lation because every part of the population is potentially a taxpayer and 
the size of the population tells us the number of persons among whom the 
tax burden may be distributed. It is true of course, that we should also 
know the distribution of wealth, income, and relative productivity, the 
number of unemployed, the number of unemployables, of minors, of 
morons, and the whole list of other factors which critics of the use of 
debt per capita may bring up. But this sort of attack can be made against 
any concept used in economics. We must marshal our facts one at a time 
and interpret each fact in relation to all relevant data, but that does not 
mean that we should throw out any set of facts because it, in itself, gives 
us an incomplete picture. Besides, in some cases, even debt per capita 
alone can give us a good idea of the burden of the future transfer through 
taxation. For instance, if the debt per capita doubles in a given period, 
and we are fairly certain that the productivity of workers has not nearly 
doubled in the same period, there is a good basis for saying that the 
burden of the debt has increased, in the sense used above. General price 
and income increases would also have to be taken into account in making 
a final decision. 

With these reservations in mind, we may discuss the trend of federal 
debt per capita from 1789 to date. In the period 1789-91, federal debt 
per capita stood at $19.07. A substantial decline, interrupted slightly at 
several points, took place until 1811, when the figure was $6.07. Debt 
per capita rose to $15.25 in 1815 and then fell steadily to virtually nil in 
the years 1833-36. The figure remained low, never reaching $3.00, during 
the whole period from 1831 to 1861. In 1862 debt per capita was $16.03, 
and it rose to $77.69 in 1866. Another substantial decline took place, 
again with slight interruptions, to $11.83 in 1915. In 1916 debt per capita 
rose only slightly to $11.96. In the following year it jumped to $28.57. 
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Then came the first time that the figure exceeded $100, the debt per 
capita in 1918 being $115.65. It rose to $240.09 in 1919 and then fell 
steadily to 1930 when the figure was $131.38. Since that date there has 
been a large increase. 

This means that in order to pay off the debt, a sizeable tax would 
have to be imposed on the , population of the United States. In actual 
fact, of course, no such tax is contemplated; yet the trend of the debt 
per capita figure is indicative of the fact that during the course of the 
time during which the outstanding debt is paid off the tax burden would 
have to be much greater than it was, for instance, in 1840, when the debt 
per capita was only 31^ The trend in the absolute magnitude of the 
federal debt shows the growth in the amount that would have to be raised 
by taxation. The trend of debt per capita gives us an idea of the increased 
amount that would have to come from present taxpayers, with the present 
tax structure. These are important items to have. The fact that neither 
of these items taken by themselves gives us a complete picture of the 
fiscal problem is no reason for rejecting either as a relevant statistic. A 
doctor may just as well refuse to take a patient’s pulse because the pulse 
in itself does not make possible a complete diagnosis. 

Floating Debt Compared with Total Domestic Debt. The trend 
of debt with a maturity of one year or less in comparison with that of 
the total domestic debt gives us an idea of the relative amount of the 
debt which either had to be paid off in the near future or converted into 
long-term debt. The comparison is not of great importance but it is sug¬ 
gestive of the imminent impact on the economy through either taxation 
or debt funding. A complication arises from the fact that some of the 
long-term debt may be coming due sooner than some of the floating debt. 
Nevertheless, the comparison does indicate the trend in that “burden” 
which arises from the “strains and frictions” involved in the conversion 
of floating into long-term debt. 

We may trace briefly the trend of the floating/total domestic debt 
ratio. In 1916 floating debt was 3 per cent of the total domestic debt. 
It rose to a high of 19 per cent in 1922, and fell to 6 per cent in the 
following year. In 1929 floating debt was 28.39 per cent of total domestic 
debt. It fell to 19.47 per cent in 1931 and then rose steadily to 48.27 per 
cent in 1935, subsequently declining to 31.15 per cent in 1938. Over this 
decade, then, the relative importance of floating debt increased (the in¬ 
crease was even greater when compared with the previous two decades). 
This means that an increase took place in the fiscal “burden” involved 
in the conversion of floating to “funded” debt. 
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Interest Compared with Total Revenues, In order to gain some 
conception of the importance of interest in the federal budget, we may 
consider the proportion of federal expenditures which goes for the pay* 
ment of interest. This gives us an idea of the magnitude of the transfer 
burden involved in diverting part of the tax revenues to bondholders on 
account of interest. This is a comparison of magnitudes rather than a 
tracing of the flow of funds. The specific dollars paid out for interest may, 
of course, come from borrowing just as well as from tax revenues. 

Interest as a percentage of ordinary and postal receipts shows some 
illuminating trends. In 1789-91 interest was equal to more than half of 
all ordinary and postal receipts, the figure being 52.1 per cent. The next 
year it rose to the enormous figure of 85.6 per cent. From then until 1836 
and 1837, when there was no debt, hence (no interest was paid) there 
was a persistent decline with, however, substantial fluctuations. From the 
period 1836-61, the proportion remained low, never attaining 10.0 per 
cent. In 1862 interest was equal to 21.9 per cent of receipts; it rose to 
33.7 per cent in 1869 and, fluctuating somewhat, declined to 10.4 per 
cent in 1888 and 1.7 per cent in 1917. The figure then rose to 23.2 per cent 
in 1923. It fell to 13.5 per cent in 1930 and subsequently rose to a con¬ 
temporary high of 25.8 per cent in 1933. After this there was a decline 
and the figure stood at 14.7 per cent in 1939. It is evident, therefore, 
that only a small percentage of tax revenues has been diverted to holders 
on account of interest. This percentage was not increasing in recent pre¬ 
war years, and it certainly did not increase in relation to the increase in 
the magnitude of the debt. 

Debt Charges Compared with National Income. One useful 
standard of comparison for any economic aggregate is that of national 
income. When we compare the total federal debt charges with national 
income, we do not mean to imply that a transfer takes place out of 
national income from taxpayers and into national income to bondholders. 
The problems involved in the definition of national income on the one 
hand and that of the impact, shifting, and incidence of taxation on the 
other preclude such a strict interpretation. Nevertheless, to the extent 
that the concept of national income is meaningful, it is important for us 
to know how great are public debt charges in comparison with that 
national income. By and large, we may expect the “strains and frictions” 
to be the greater, the greater is the magnitude of all debt charges in com¬ 
parison with the total volume of wages, rent, interest, and profits earned. 

The trend of public debt charges as a percentage of national income 
shows some interesting variations. In 1850, debt charges were equal to 
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only 0.3 per cent of national income. The figure rose to 5.2 per cent in 
1880 and then fell to a negligible proportion from 1900 to 1916, the figure 
in the former year being 0.5 per cent and in the latter 0.1 per cent. A sub¬ 
stantial rise then took place, with a peak of 26.6 per cent reached in 1920. 
The figure fell subsequently but with considerable fluctuations. In 1930 
public debt charges were only 7.5 per cent of national income. Then there 
took place a steady rise to 23.3 per cent in 1935. There was a decline to 
16.1 per cent in 1936 and 11.3 per cent in 1937, with a rise back again 
to 16.1 per cent in 1938. To the extent that this measure of debt burden 
gives us an indication of the strains and frictions involved in the transfer 
necessitated by the servicing of the debt, we can say that, in recent pre¬ 
war years, debt “burden” was higher than during most preceding years 
but not so high as it was in the years 1919-21. 

Conclusions on Debt Burden. The above information rounds out 
the picture of the burden of the public debt. Although the debt per capita 
was liigher just before World War II than it had been at any time in 
the past, there was some indication that, both fiscally and economically, 
the debt was not so burdensome as it had been at some times in the 
past. The proportion of federal receipts which had to be diverted to 
bondholders in the form of interest stood in the neighborhood of only 
15 per cent, wliich was less than a substantial part of the period since 
1789. The narrower fiscal burden of the proportion of domestic total 
which is to be converted from floating to “funded” increased in the 
years before World War II, but the burden involved there was more 
significant administratively tlian economically. Compared with total 
national income, moreover, debt charges were not substantial, the figures 
being less than those applicable to the period of World War I and less 
even than for the early years of the 1930’8. Although many other meas¬ 
ures of debt burden can be taken into account to refine any conclusion 
derived, the evidence given above seems to indicate that the economic 
burden of the federal debt diminished in the years before World War II 
and it certainly was not of such proportions as to set that period apart 
from past periods in this respect. 

What Are the Economic Limits? 

Our discussion of the burden of the public debt and more generally 
of the various economic effects of a public debt program gives us a basis 
for considering the limit to which we may safely permit our federal debt 
to go. More specifically, does the present high level,- of debt involve any 
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dangers to our economy? Should we repay the debt as quickly as 
possible? 

In a strictly narrow mechanical sense there might seem to be no limit 
to an internally held debt. The government, acting as an intermediary, 
borrows from Peter and gives the money to Paul, who spends it. Much of 
the money spent finally goes back to Peter. The government then taxes 
both Peter and Paul in order to pay back Peter. It will have to pay 
Peter an amount equal to the sum originally borrowed plus interest. 
When it is all over, and even during the process, it may seem that they 
are not worse off than when the process began since all the money stayed 
“in the family” and the expenditures stimulated employment and pro¬ 
duction. The burden may be negative, i.e. a net benefit may result to all 
concerned and thus to the community as a whole. 

Nevertheless, the greater the sum involved, the greater will be the 
transfers which must take place at each stage. It is in making these 
transfers that the burden of the debt program lies. The limit of the debt 
is set by the “strains and frictions” which may become increasingly 
evident as a large amount of debt or expenditures or taxes or debt service 
are involved. Except for the narrow administrative problem of trained 
personnel and bookkeeping machines, the limit to this sort of thing can 
arise if liquid resources are not available in sufficient magnitude to make 
possible the transfer. For instance, Peter (from whom the government 
borrowed the money) may not have sufficient cash to pay the taxes im¬ 
posed upon him in order that he himself may be repaid. This, however, 
is more a bookkeeping problem than an economic problem. The limit in 
this case might just as well be $2.50 as $250 billion. 

If the Treasury and the monetary authorities have sufficient controls 
(and they have) to provide the liquid resources with which the various 
transfers can be made, then the “strains and frictions” are greatly re¬ 
duced. The magnitude of taxes may increase for the general run of tax¬ 
payers, but then so would their income from various sources and they 
would, if anything, be more able to spare the larger amount of taxes now 
than they were able to spare a smaller amount before. This is because 
there is the possibility that the absolute amount of income left after pay¬ 
ment of taxes would be greater than before in so far as the total amount 
of goods and services produced and thus the income distributed is in¬ 
creased through utilization of unemployed resources. When there are no 
unemployed resources, such a net gain will not occur. If there is no limit 
to a domestic debt in the narrow physical sense, there is a limit in the 
broader sense of “strains and frictions.” Even this limit is flexible de- 
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pending on how the public debt program in all its phases is managed. 
With its existing monetary powers and controls, the government may be 
able to reduce greatly the strains and frictions involved. With improper 
management the strains and frictions may be so great as to curtail pro¬ 
duction severely even with a relatively small debt program. The economic 
limits to the debt are set by the details of fiscal management in all its 
phases and are not determined by the size of the debt itself. 
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The slates, although lacking the power to coin money, have powers 
of spending and taxation whicli, subject to certain legal niceties, may be 
considered to be on a par with those of the Federal Government. Thus 
the stales ar(^ in a position to pursue their own fiscal poli(‘ies with con- 
siderabl(‘- freedom. There is, of course, wide disparity in the wealth and 
income of Ibe several states. Their taxable capacity and their borrowing 
power lik(‘Avise vary. Practical limits are thus set on the extent to which 
any given state may pursue a full employment policy or a program of 
stimulalJ ng ( ('onomic development. The analysis of this subject is com¬ 
plicated further by a number of factors: the overwhelming predominance 
of the Federal Government in the fields of spending, taxing, and borrow¬ 
ing; the ever-present threat of interstate rivalry; and the constant de¬ 
mands and requirements of the dependent units, the municipalities. The 
study of stale finance thus has all the fascination of its federal counter- 
pfu't plus an enticing additional factor, a plenitude of variety. 

Trends in State Revenues 

State Taxes in Relation to Total Tax Collections, The relative 
importance of state taxes in the total of federal, stale, and local taxes 
fell off during the war years with the tremendous growth of federal ex¬ 
penditures. Immediately prior to tlu^ war, however, in 1910 the figure 
stood at a peak of 25 per cent. The lowest it fell in the thirty-five year 
period 1911-45 is an average of aboul 7 per cent in the period 1918-20 
again because of war. The complete list for the period is given in Table 24. 

Total state tax collections in 1945 were about a tenth of the federal 
figure, excluding payroll taxes. Federal tax collections were $42,477 
million and state collections were $4,255 million.^ 

' Total Tax Collections in 1945, “Tax Policy,*' February, 1946, p. 1. 
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Table 2//* 

Statk Tax Coij-ections as a Percentage of Total 
Federal, State, and Local Tax Collections, 
1911-45 

(Excia/srvE of Payroll Taxes for Social 
Security) 


Year 

Percentage 

Year 

Percentage 

1911. 

11.12 

1929 

16 67 

1912. 

11.02 

1930. 

17.30 

1913. 

10.82 

1931 

20.46 

1911 ... 

12.07 

1932 

21.89 

1915. 

12.41 

1933 

20.72 

1916. 

11.59 

1934. 

20.01 

1917 . 

11.41 

1935. 

19.67 

1918. 

6.97 

1936. 

22.67 

1919. 

7.60 

1937. 

23.36 

1920. 

' 6.83 

1938 

23.77 

1921. 

8.54 

1939 

24.26 

1922. 

11.24 

1940. 

25.31 

1923. 

12.38 

1941. 

23.52 

1924. 

12.89 

1942. 

19.15 

1925 . 

13.87 

1943. 

13.21 

1926. 

14.55 

1944. 

8.31 

1927. 

14.92 

1945. 

8.27 

1928. 

16.14 




♦Total lux (Collections in 1945, “Tux Policy,*' February, 
1946, p. 4. 
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Table 25* 


Total State Tax Revenue: 
1937-45 
(Billions) 


Fiscal Year 

Revenue 

1937. 

$3.11 

1938. 

3.59 

1939. 

3.62 

1940. 

4.16 

1941. 

4.51 

1942. 

4.97 

1943. 

5.09 

1944. 

5.39 

1945. 

5.51 


♦ U.S. Bureau of the Census, 
State Financee, 1937 to 1943. 
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Growth in Total Tax Revenues. Total state tax revenues, including 
unemployment compensation, rose steadily and without interruption from 
$3.1 billion in fiscal 1937 to $5.5 billion in fiscal 1945. The yearly figures 
are given in Table 25. 

Total state tax collections (excluding unemployment insurance taxes) 
have increased steadily during the past thirty-five years. From an esti¬ 
mated figure of $300 million in 1911 they rose to $1017 million in 1924, 
$2059 million in 1935, and $4255 million (preliminary) in 1945. Table 26 
gives the detailed trend: 


Table 26* 

State Tax Cotxections, 1911-45 
(Exclusive of Payroll Taxes for Social 
Security) 

(In Millions) 


Year 

State Tax 
CoUeclions 

Year 

Slate Tax 
Collections 

1911. 

30(P 

1929 . 

1,612 

1912. 

:io(p 

1930 .. 

1,780 

1913. 

300 

1931. 

1,992 

1914. 

350“ 

1932. 

1,851 

1915. 

366 

1933. 

1,672 

1916. 

364 

1934 . 

1,909 

1917. 

410 

1935 

2,059 

1918. 

460 

1936 

2.540 

1919. 

528 

1937 

2,932 

1920. 

600« 

1938 

3,124 

1921. 

700« 

1939 

3,057 

1922. 

858 

1910 

3,273 

1923. 

917 

1941. 

3,573 

1924. 

1,017 

1942. 

3,917 

1925. 

1,107 

1943. 

3,941 

1926. 

1,264 

1944. 

4,087 

1927 . 

1928 . 

1,355 

1,507 

1945 

4,255'^ 


• Total Tax CoIleclioDs in 1945, “ Tax Policy” February, 
1946, p. 3. 

Estimated. 

^ Preliminary. 


Relative Importance of Various Taxes. The states in the aggre¬ 
gate relied on a variety of taxes in 1945. Table 27, listing the various 
state taxes, indicates this: 
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Table 57* 

State Tax Colijections in Order of Fiscal 
iMponTANCE: 1945 
(Exci.ijsive of Payroij. Taxes) 

(In Millions) 


Tax 

Stale Colled Ions 

Income. 

$ 810 

(scncral sales and tis('. . 

775 

Gasoline. 

701 

Motor vehicle. 

405 

Alcoholic beverage. 

365 

Property. 

229 

Tobacco. 

115 

Iiiheritam'.e, estate, and gifl. 

132 

Other. 

693 

Total. 

$4,255 




* Tot«l Tux Collootions in 1945, “ Taj‘ Policy ” Fcljruary, 1946, 

p. 2. 


The complete percentage distribution of state tax revenues is given 
in Table 28: 

Table 28* 

Percentage of State Tax Pevenues from Individual Sources Fiscal Years 

1937-1945 



m? 

ms 

m9 

. - 

mo 

19e,i 

f.9//2 

am 



Totnl Tbx Revenues. 

100.0 

100.0 

[100.0 

100.0 

100.0 

100.0 

100,0 

100.0 

100.0 

Unemployment cofopensution . .. 

11 2 

19.5 

22.2 

20.3 

20.0 

21.6 

23.0 

24.5 

22.8 

Income. 

7.9 

9.2 

7.9 

8.7 

9.4 

10.5 

12.4 

14.2 

14.7 

Property. 

12.0 

9.6 

8.8 

8.8 

5.9 

5.4 

5.1 

4.5 

4.2 

Ocnora! sules . . • • -1 

13.9 

12.3 

12.3 

12.0 

12.8 

12.7 

13.2 

13.4 

14.1 

Motor fuel. 

20.9 

19.9 

20.2 

20.2 1 

20.3 

18.9 

15.3 

12.8 

12.7 

Alcoholic beverage. 


,, 


4.7 j 

4.8 

5.1 

5.5 

5.0 

5.6 

Tobacco. . 




2.3 

2.4 

2.6 

2.8 

2.9 

2.6 

Motor vehicle licenses.. . 

10.0« 

8.5« 

8.4<* 

9.3« 

9.2 

7.7 

7.7 

7.4 

7.4 

Other tax revenues ... 

24.2 

21.1 

20.2 

13.7 

15.3 

15..3 

15.1 

15 3 

16.0 


♦ “Significant Trends in State Rftvenuct*," The Tax Foundafion, Project No. 16, Mi\rch, 1946, p. 8. 
« Does not include operat-or licenses. 

*• Prcliroinury. 

Note: Because of rounding, detail does not necessarily add to totals. 

The increasing importance of taxes which have an income base, including 
both unemployment compensation and income taxes, is noteworthy. The 
great decline in relative importance of property tax revenues may also 
be emphasized. The behavior of motorists’ taxes—motor fuel and vehicle 
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licenses—may be attributed to war conditions. The relative stability of 
the general sales tax in the total is a good reflection on the nature of 
revenues from that source. In all cases, however, changes in the number 
of states using a particular tax and changes in tax laws and rates would 
influence tiie trends discussed above. 


State Sales Taxes 

The widespread adoption of state sales taxes dates largely to the 
depression of the '30’s,2 The coincidence of great d(^rnand for govern¬ 
mental services such as relief and the decline in normally stable revenues 
from other sources promot(;d a search for a tax wlii(!h would be produc¬ 
tive ev(>n in a depression. It was witliin Ilje years 1933-36 that most of 
the state sales taxes were adopted. Some of the taxes date from (earlier 
days. This is particularly true of West Virginia, whuJi began the recent 
trend in the year 1921. In all, 31 states had general sales taxt\s at one 
lime or another during this period. No state adopted a sales tax b(d ween 
1937 and 1915. In the latter yetu* there w^ere 17 states and the District of 
Columbia which had never imposed general retail sales taxes. Thtise w ere 
('oimecticTit, Delawwe, Florida, Maine, Massachusetts, Minnesota, 
IVIontana, Nebraska, Nevada, New Hampshire, Oregon, Rhode Island, 
South Carolina, Tennessee, Texas, Virginia, and Wlsc-onsin. 

In a number of cases there w'as no intention to make the sales tax a 
permanent part of the revenue system. TJiis was true in the case of 
/Alabama, Ceorgia, Missouri, North Carolina, North Dakota, and Okla¬ 
homa, In most cases, how^ever, the law was extended after a trial. By 
enactment in 1937 Alabama provided that its sales tax expire in 1939 
but in that year the hnv w^as revised and no time lin^it was inchuhHl. 
Arkansas had also provided for expiration in 1939 but that feature of tlie 
law was removed. North Carolina had the same type of experi(aice. A 
similar expiration date was set by Missouri, but extensions were made 
every,two years and finally the tax was made permanent in 1943. The 
taxes in North Dakota and Oklahoma were to expire in 1941 but they 
were extended. 

In 1945 tliere were twenty-three states imposing general sales taxes. 
The main concentration was in the middle west, the central south, and 
the central and the south mountain divisions. There is no connection 
between the adoption of a sales tax and I he adopt ion of an income tax. 
The following states had both types of taxes in 1945; Alabama, Arizona, 

2 See Roy G. and Gladys C. Blakey, Sales Taxes and Other Excises (Chi(^ago: 
i^ublic Administration Services, 1945). 
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Arkansas, California, Colorado, Iowa, Kansas, Louisiana, Mississippi, 
Missouri, New Mexico, North Carolina, North Dakota, Oklahoma, Utah. 
The following states have neither sales nor income taxes: Florida, Maine, 
Nebraska, Nevada, New Jersey and Texas. Most of the changes in rates 
which have taken place have been downward. Illinois reduced its rate 
from 3 per cent to 2 per cent in 1941; South Dakota and Indiana also 
reduced their rates. In 1943 California reduced its rate from 3 per cent 
to 2}4 cent. Washington, however, raised its rate from 2 per cent to 
3 per cent. 

Relative Importance of the Sales Tax. Even though there was a 
net decline in the number of states employing the sales tax between 1937 
and 1945 (the number being 27 in the earlier year and 24 in the later), 
it is still an important component of the tax revenues in many states. 
In 1944 eighteen of them derived more than one-fourth of their revenue 
from this source.® Some states relied on it heavily. The range in 1936 
was from 1.1 per cent of total state taxes in Louisiana to 50.2 per cent 
in West Virginia. In 1943 the range was from 7.0 per cent in Louisiana 
to 56.7 per cent in West Virginia. 

The sales tax ranked second—next to the income tax—in the aggre¬ 
gate of state tax revenues in 1945. The total amount produced by the 
tax that year was $775 million, which was 80 per cent greater than the 
amount collected in 1937. The relative importance of the tax has not 
changed. In 1937 it produced 13.9 per cent of total revenues while in 
1945 it produced 14.1 per cent. In the intervening years the yield was 
within the range of 12.0 to 13.4 per cent. It also remained the second 
most important source of tax revenue throughout the period, being second 
to the motor fuel tax in the years 1937 to 1943, inclusive, and second to 
the income tax in 1944 and 1945.^ The general sales tax and the motor 
fuel tax were the largest single sources of tax revenues (excluding un¬ 
employment insurance) in 1946 and the income tax was not far behind. 
The grand total almost doubled during the ten-year period 1937-46. 

Stability of the General Sales Tax. It has been shown that the 
general sales tax is even more stable in yield than special excises such 
as the tobacco tax, the motor fuels tax, and liquor taxes.® The sales tax is 
essentially a tax on gross receipts and its yield might therefore be ex- 

* “Significant Trends in State Revenues,” The Tax Foundation^ Project No. 16, 
March, 1946, p, 9. 

^ Based on data in U.S. Bureau of the Census, State Finances, 1937 to 1945. 

* Greorge D. Brabson, “Economic Aspects of State Sales and Use Taxes,” The BuJr 
letin of the National Tax Association, Vol. 32, No, 5 (February, 1947), pp. 154-55. 
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pected to be more stable than the tax on net income. Actual experience 
substantiates this. It has been shown, however, that in most states in¬ 
creases in the receipts from the general sales tax were almost proportion¬ 
ate to increases in state income payments.® This experience for a short 
period of rising gross and net incomes does not alter the relatively greater 
stability of the sales tax than the income tax in good times and bad. 

Abandonments of State Sales Taxes. The record shows that nine 
states have either repealed their sales tax laws or allowed them to expire. 
It is interesting to examine the reasons for this action. Georgia had a 
gross receipts tax with differential rates which had large exemptions and 
proved difficult to administer. It was allowed to expire in 1931 and was 
succeeded by a net income tax. A sales tax in Idaho was rejected by 
referendum in 1937. Failure to collect the tax on items selling for less 
than fifty cents and the competition from neighboring states having no 
sales tax are given as the reasons for this action. Kentucky repealed its 
law in 1936 and adopted net income taxation. Maryland repealed the 
sales tax in 1936 except for a tax on the sale of automobiles. New Jersey 
after a trial of a few months repealed the sales tax in 1935 as a result of 
strong public pressure. New York state had a temporary tax which ended 
in 1934. Vermont’s tax was declared unconstitutional in 1935. In Penn¬ 
sylvania an emergency tax was in effect for only a short time in 1932 
and met with opposition from both consumers and retailers, was not so 
productive as expected, and encountered administrative difficulties. The 
tax in Louisiana was allowed to expire in 1940 as a result of public pres¬ 
sure but was reenacted in 1942 as a war emergency tax.^ 

Compensatory Use Taxes. As a matter of equity, to say nothing 
of enforcement of the sales tax, a number of states have found it desirable 
to impose compensatory use taxes. Under these taxes goods bought out¬ 
side and brought into the taxing jurisdiction for use or storage are subject 
to a tax of the same rate as the domestic sales tax. For some time these 
were under a legal cloud because of the commercial clause of the con¬ 
stitution, but recent decisions of the Supreme Court have validated such 
taxes. At the present time all but six of the states which have sales taxes 
impose use taxes as well. In view of the difficulty of enforcement for small 
purchases, some states permit exemptions up to a certain amount. That 
the taxes are being enforced is evidenced by the fact that some states 
are deriving substantial revenues from this source. For instance, Michigan 

® “Significant Trends in State Revenues,” The Tax Foundaiion, Project No. 16, 
March, 1946, p. 9. 

^ Blakey and Blakey, op, cit, pp. 3-4. 
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obtained over $2 million and Alabama, Iowa, Ohio, and Washington ob¬ 
tained over $1 million from this source in the year 1943.® 

Taxation of Sales to the Federal Government. State sales taxes 
have encountered difficulties, as may be expected, in connection with 
sales to the Federal Government or its agencies. This became an im¬ 
portant problem during the great increase in federal expenditures during 
the depression in the ’30’s and the war in the ’40's. Sales made directly 
to the Federal Government were unquestionably exempt, but problems 
arose in connection with sales to government contractors and sales to 
private individuals on government property (e.g. post exchanges). The 
taxability of sales to contractors has been upheld in general. Post ex¬ 
changes in federal territories are, however, apparently free from state, 
sales, or income taxes. There is still a considerable amount of confusion 
on these points, however.® 


Table 29* 


Sales Tax Burden Per Capita: 1910 


Slate 

Bate 

Per Capita 

California. 

3% 

$W.27 

Michigan. 

3% 

11 .51 

South Dakota. 

3% 

7.03 

Ohio. 

3% 

6.69 

North Carolina. 

3% 

3.43 

Average. 


$ 8.58 


♦ Brabaon, op. cit., p. 157. Based on data which 
appeared in The liallelin of the National Tax As¬ 
sociation, May, 1941, p. 229. 


Administrative Aspects of State Sales Taxes. In choosing between 
revenue sources there is always the question of whether one tax is more 
efficient than another from a purely fiscal point of view. In other words, 
might the aggregate tax burden be less per capita if one form of taxation 
is used rather than another? Theoretically speaking, there are a great 
many factors which might influence the result either way. As far as the 
sales tax is concerned, the available statistical evidence does not indicate 
any relative inefficiency for the sales tax as a revenue source. The cost of 
collecting a sales tax averages about 2 per cent although there are sub- 


® Blakey and Blakey, op. cii.^ p. 21. 
• Ibid.y pp. 184-89. 
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stantial variations from this average in a number of instances. The aver¬ 
age seems to be relatively stable in good times and in bad.^® 

Burden of State Sales Taxes. The available statistical evidence 
indicates that the sales taxes which exist impose a relatively small per 
capita tax burden. This has nothing to do with the question of the re- 
gressivity of the tax except in so far as it indicates the general unimpor¬ 
tance of the sales tax and therefore of the question of regressivity. The 
amount of sales Lax paid per capita in five cities which had 3 per cent 
sales taxes in 1940 is indicated in Table 29. In the other eighteen cities 
which had taxes ranging from 1 per cent to 2.5 per cent the average sales 
tax burden was only $6.60. 

State Income Taxes 

State revenues from the income tax more than tripled in the years 
1937-45. The absolute increase was from $245 million to $810 million 
and the percentage of total state tax revenues rose from 7.9 per cent to 
14.7 per cent. This applies to the aggregate of all states, of course. In 
three states the income tax revenues were more than 40 per cent of total 
revenues in 1945.^^ Income taxes seem to be cheaper to collect than the 
other major producers of revenue. The range is between 1.5 per cent and 
2.5 per cent for the average of all states. 

In interpreting the statistics of income tax revenues, it should bo 
borne in mind that there were a large number of changes which impaired 
the comparability of the data. For one thing, four more states used the 
inebme tax in 1945 than in 1937, the number having risen from 31 to 35.^^ 
But apart from this there were changes in rates, both increases and re¬ 
ductions, and changes in various details of the respective laws. In the 
past few years rate reductions have predominated. 

Elasticity of Income Tax Revenues. The main question mark re¬ 
garding the income tax and its main potential defect as a source of state 
revenue is its elasticity with respect to changing business conditions. An 
extremely elastic tax promotes surpluses in good times and deficits in bad. 
This is good if the surpluses are saved to offset the deficits so that there 
is no encouragement of extravagance in good times or of curtailment of 
necessary expenditures in bad. If the income tax results in surpluses 


Jaiufta W. Marlin, “Costs of Tax Administration,” Bullelin of the National Tax 
Association^ February, 1944. 

“Significant Trends in State Revenues,” The Tax Foundation, Project No. 16, 
March, 1946, p. 6. 

Ibid, 
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which promote spending in good times and deficits which force sharp re¬ 
ductions in spending in bad times, then the income tax is inferior to some 
more stable source of revenue. 

Rigidity in revenue is not desirable either. What is needed is a tax 
whose yield fluctuates with prices and wages—representing roughly the 
cost of providing established governmental services. When a rise takes 
place in the prices and wages which the government must pay, the yield 
should rise in proportion. Correspondingly, the yield should drop roughly 
in proportion to a drop in the prices and w ages involved in governmental 
services. The “trend” factor may best be taken care of through changes 
in rates. As governmental services change their scope, either expanding 
or contracting, rate increases or decreases may be made to allow for such 
changes. 

In view of the changes in rates, and changes in deductions and ex¬ 
emptions—especially exemptions to service men—it is difiicult to in¬ 
terpret fluctuations of state income tax yields in recent years. The sta¬ 
tistics^^ show that state income tax yields increased 212 per cent from 
1937-44 while income payments increased only 105 per cent; that some 
states had lower income payments in 1945 than in 1944; that total state 
income tax collections in 1945 were higher than at any time in the past 
but that the rate of increase was less than in previous years; and that 
sixteen states even had lower income tax collections in 1945 than in 1944. 
A detailed piece of research work would allow for changes in tax pro¬ 
visions. It is impossible to rely on the experience of the past few years 
for an evaluation of the fiscal desirability of the income tax as a source 
of state revenue. 

Motor Fuel Taxes 

Every state in the Union imposes taxes on motor fuel. The present 
trend began in 1919, when Oregon enacted its tax of 1^ a gallon. It was 
the largest single revenue producer for the states in 1939, 1940, and 1941 
and also in 1942 and 1943, if the payroll tax is excluded. The gasoline 
tax has the overwhelming advantage that its cost of collection is smaller 
than for any other tax. Somewhere between of 1 per cent and 1 per 
cent seems to be the appropriate figure for the average of all states. 

Yield. The aggregate yield of the motor fuel tax in the fiscal year 
1945 was $701 million, which was 12.7 per cent of all state taxes. In 1937 

Significant Trends in State Revenues,” The Tax Foundation^ Project No, 16, 
March, 1946, p. 6, 

James W. Martin, op, cit,^ Bulletin of the National Tax Association^ February, 

1944. 

412 



FISCAL POLICIES OF THE STATES 


the motor fuel tax produced 20.9 per cent of state tax revenues. The 
prospects are that over the long period the motor fuel tax will continue 
to yield a large proportion of state tax revenues. The impact of wartime 
gasoline rationing in 1943, 1944, and 1945 undoubtedly was at the root 
of the temporary decline in absolute and relative yields which took place 
in those years. 

The motor fuel tax is thus a mainstay of the state revenue structure. 
From 1937 through 1943 it produced more revenue than any other single 
tax.^^ This is, of course, partly a result of the fact that every state has 
such a tax. In the fiscal years 1944 and 1945 the motor fuel tax gave 
way to the income and sales taxes in aggregate yield. 

Earmarking of Revenues. In considering the place of the motor 
fuel tax in the states’ revenue structures, it should be borne in mind that 
revenues from this source frequently are earmarked for highway use. 
Such being the case, the productivity of the motor fuel tax has only an 
indirect effect on the budget as a whole. In so far as this tax is capable 
of financing highway expenditures, the rest of the tax structure is relieved 
of the burden of financing this particular expenditure and is therefore 
available for general purposes. The productivity of the tax has tempted 
some states to divert some of the revenue for nonhighway purposes. In 
the aggregate a total of approximately $200 million was used for non¬ 
highway purposes in 1942 out of net state and federal receipts of $1,300,- 
000,000.^® An important current issue regarding the taxation of motor 
fuel, the question of taxation of gasoline for airplanes is related to this 
problem of earmarking. If the tax is imposed for highway purposes, 
aviation gasoline should logically be exempted. Five states exempted 
aviation gas and fifteen states refunded the tax on such gas in 1945. 
Maine refunded three-fourths of the tax and had other special provisions. 
Michigan, Mississippi, Oregon, and Virginia provided for partial refunds 
or exemptions. 

Alcoholic Beverage Taxes 

Taxes based on the sale of alcoholic beverages constitute only about 
5 per cent of total state tax revenues. Every state levies some tax of this 
sort. While maintaining a fairly constant percentage of the total in recent 
years, the aggregate yield from this som*ce rose in the years immediately 
after the war with the rise in incomes. Except for temporary disturb- 

U.S. Bureau of the Census, State Finances^ 1937 to 1945. 

Blakey and Blakey, op. ciL, p. 83. 

/6id., p. 80. 
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ances, such as the conversion to industrial alcohol production during the 
war, this tax source may be considered relatively stable at prevailing 
non-prohibitive rates. 

The growth of revenue from this source may be indicated by the fact 
that in the fiscal year 1944 the states collected more than ten times as 
much as they did in 1915. State revenues on alcoholic beverages are 
derived from excise taxes, licenses, and profits (where the state has a 
monopoly).^® The cost of administration seems to be in the neighborhood 
of 3 per cent and is relatively stable.^® 

Tobacco Taxes 

A smaller, but potentially important, element in the state tax struc¬ 
ture is the tobacco tax. In the year 1940 it was between only 2 and 3 
per cent of total state revenues, but it could be made to contribute much 
more. It is imposed on what has apparently become a necessity to many 
people and yet there are not those qualms about taxing tobacco which 
exist in the case of food. The number of states using this tax grew from 
26 in 1940 to 31 in 1945.^® During the w^ar increases in raters and the 
shortage of cigarettes—or the sale of them tax-free to the armed forces— 
had disturbing—but offsetting—effects on the yield from this source. The 
average cost of collection of the tobacco tax seems to fluctuate fairly 
widely. The range for the average for all states has been between 1.4 per 
cent and 3.3 per cent in the last decade or so.^^ 

Chain Store Taxes 

The taxation of chain stores is clearly for regulatory rather than 
revenue purposes. The fear of the effects which chain stores may have on 
the small independent merchant prompted this type of punitive levy. In 
1927 two states imposed taxes on chain drug stores and four states taxed 
chain stores in general. Prior to 1931 most such taxes were held invalid. 
In that year the United States Supreme Court approved an Indiana law 
and thereafter there was an increase in such taxation. In 1945 there were 
nineteen states which taxed retail chain stores and two more which had 
taxes with equivalent effects. Eight other states have abandoned them. 

Blakey and Blakey, op. cit., pp. 90-93. 

James W. Martin, ‘'Cost of Tax Administration,” Bulletin of the National Tax 
Association, February, 1944. 

“Significant Trends in State Revenues,” The Tax Foundation, Project No. 16, 
March, 1946, p. 12. 

James W. Martin, op. ciL, Bulletin of the National Tax Association, February, 

1944. 
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There is no evidence to indicate that chain store taxation has effectively 
discouraged the growth of chains.®^ 

Motor Vehicle Licenses 

A substantial source of state revenue is found in motor vehicle 
licenses. These are used by all states. Operators’ licenses are required 
in all states but South Dakota, West Virignia, and Wyoming. Revenues 
from these sources range from approximately 7 to 10 per cent of total 
state revenues and are the fourth largest single tax source.^^ 

Property Tax 

The property tax, usually regarded as a local tax, is relied on for 
state revenue in some cases but to a diminishing extent. In 1930 this 
tax constituted 20 per cent of all state tax revenues, but by 1945 the 
figure was closer to 4 per cent and the tax ranked sixth in state tax 
revenue. Many states have sharply reduced rates or scope or abandoned 
the tax completely. The declining—almost negligible^—reliance of states 
on property taxes is a wholesome trend in view of the dominant place 
which tliis tax has in the local tax structure. The growth of other tax 
sources, such as income and sales, helps explain this tendency and it is 
extremely unlikely that a reversion to the old situation will ever take 
place. 

Stale Taxation of Interstate Air Commercial Transportation. 

The problems which hav^e arisen in connection with state taxation of 
interstate air commercial transportation may be considered as prime 
examples of multiple taxation. This fact was emphasized by the Com¬ 
mittee on Intergovernmental Fiscal Relations to the Treasury Depart¬ 
ment which reported on January 1, 1943. It refers particularly to the 
attempt on the part of states to tax air transportation fleets in full in 
the state of the Company’s home office and again, in part, in the states 
through which the company operates. 

The' United States Supreme Court seems to have confirmed the 
legality of such action in the case of Northwest Airlines, Inc., v. State of 
Minnesota which was decided on May 15, 1944. It promises to be an 
important case in state taxation. In this case the court decided that a 
state may tax its own corporations for all their property and estate 
during the year even if every item should be taken into another state 

** Blakey and Blakey, op. cii., pp. 154-56. 

** U.S. Bureau of the Census, State Finances, 1937 to 1945, and “Significant Trends 
in State Revenues,” The Tax Foundation, Project No. 16, March, 1946, pp. 7-11. 
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for a period and then brought back. The court found in the Northwest 
Airlines case that none of the planes involved was “continuously with¬ 
out the state during the whole tax year.”^^ 

Federal Aid 

Total federal aid to the states rose steadily from $565 million in 1937 
to $817 million in 1944. The year by year data are listed in Table 30: 

Table 30* 


Federal Aid to States: 
1937-45 
(Millions) 


Fiscal Year 

Federal Aid 

1937. 

$565 

1938. 

628 

1939. 

645 

1940. 

663 

1941. 

732 

1942. 

787 

1943. 

815 

1944. 

817 


* U.S. Bureau of the CenauB, 

State Finanoos, 1937 to 1945. 

In 1944 federal aid to state and local governments, $1,762,111,000, 
was approximately of the same magnitude as state aid to local govern¬ 
ments, $1,795,409,000.26 

Problems in Maintaining State Revenues 

It is evident from the above analysis that the expenditures of many 
of the states are now being supported by relatively volatile revenues, 
particularly from various income taxes. What will happen when such 
revenues drop? A struggle to maintain yields by raising rates will take 
place in many states. Others will impose new taxes. Some effort will un¬ 
doubtedly be made to cut expenditures, but this will be extremely diffi¬ 
cult because of the fixity of many items and the possibility that others 
will even rise. Expenditures for education and health, for instance, will 

*^See Martin Saxe, “State Taxation of Interstate Air Commercial Transporta¬ 
tion,” Bulletin of the National Tax Association^ VoL 30, No. 1, October, 1944, pp. 
20-23. 

*6 “Total Government Expenditures in 1944,” Tax Policyt June, 1946, p. 4. 
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be hard to cut. Civil service salaries are particularly resistant to down¬ 
ward pressures. Relief and welfare expenditures will rise. Commitments 
to veterans will stand. In so far as these items are taken care of locally 
through state aid, the rigidity of the expenditure would be enhanced 
under most state aid programs. Borrowing on “emergency” grounds will 
undoubtedly grow after accumulated surpluses are dissipated. 

Scope of State Expenditures 

The scope of state expenditures including aid to local units has been 
broadened greatly by the depression of the 1930’8 and by the war in the 
following decade. The burden of relief costs went over to the states by 
default in many cases. The local governments found themselves powerless 
to cope with the suddenly enlarged costs. During the war, many expendi¬ 
tures, such as those for highways and buildings, were held in abeyance. 
Since the war, however, such items have again loomed large in state 
budgets. Moreover, there have been increased demands on account of 
education and veterans’ benefits. The general rise in cost of living and 
prices generally has shown its effects in payrolls and other expenditure 
items. 


Relative Importance of State Expenditures 

Total state expenditures in 1944 fell short of federal expenditures 
exclusive of war expenditures (in so far as the latter can be separated), 
and even fell short of estimated local expenditures. The state total was 
$3.7 billion (or $3.9 exclusive of state aid) while the federal total was $8.5 
billion (or $6.7 exclusive of federal aid) and the local total was estimated 
at $6.0 billion.2® 


Expenditures Per Capita 

There is a wide difference in per capita expenditures by states. The 
smallest expenditure is in Mississippi, where the amount was $25.94 in 
1944. The largest is in the state of Washington, where the per capita 
figure was $84.07. The complete list is given in Table 31. 

In interpreting these figures several cautions are necessary. Since 
prices and wages vary from state to state, the differences in per capita 
dollar expenditures do not necessarily measure the differences in services 
provided for the citizens. Differences in efficiency and honesty in spend¬ 
ing the money also make comparisons questionable. Another difficulty is 


“Total Government Expenditures in 1944,** Tax Policy^ June, 1946, p. 3. 
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Table 31* 

State Expenditures Per Capita: 1944 


State 

Per Capita 

stale 

Per Capita 

Mississippi. 

$25.91 

New Hampshire . 

$45.41 

Alabama. 

28.45 

Wyoming. 

46.08 

Georgia. 

28.65 

Ohio. 

46.76 

Kentucky. 

29.21 

Oklahoma. 

18.16 

Arkansas. 

29.57 

New Jersey. 

48.83 

Tennessee. 

30.06 

Massachuset ts 

48.87 

Nebraska. 

31.73 

Idaho. 

49.57 

South Carolina. 

31.91 

Montana. 

49.72 

Virginia. 

32.22 

Connecticut. 

49.83 

Missouri. 

i 32.60 

Maine. 

49.89 

South Dakota. 

34.22 

Louisiana. 

51.89 

North Carolina. 

35.03 

Rhode Island. 

51.98 

Texas. 

36.32 

Delaware. . . 

52.07 

Vermont. 

38.10 

New Mexico. 

52.11 

Illinois. 

38.66 

Michigan. 

53.46 

Iowa. 

39.38 

Colorado. 

53.72 

North Dakota. 

40.18 

New York. 

54.49 

West Virginia. 

40.22 

Wisconsin. 

58.66 

Kansas. 

40.68 

Oregon. 

59.13 

Maryland. 

42.69 

Arizona. 

59.97 

Pennsylvania. 

43.45 

California. 

67.51 

Minnesota. 

43.54 

Utah. 

68.80 

Florida. 

43.73 

Nevada. 

71.73 

Indiana. 

45.05 

Washington. 

84.07 


* “Total Government Expenditures in 1944,” Tax Policyt June, 1946, p. 7. 


that the density of population determines the amount of services per 
person which is represented by any given dollar of expenditure. 

Functional Distribution of State Expenditures 

Education provided the major single purpose of state expenditures in 
1944. Relief and general welfare came a close second, with highways not 
far behind. The complete list in order of fiscal importance is given in 
Table 32.27 

Interest Charges. The largest amount paid for interest by any state 
in 1944 was that of $20,459,000 by New York State.^® New York also 

Adapted from “Total Government Expenditures in 1944,” Tax Policy^ June, 
1946, p. 4. 

U,S. Bureau of the Census, Slate Expenditure in 19^^, p. 6. 
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Table 32 

State Expenditures in Order op Fiscal Importance, 1944 
(Including Capital Outlays and Interest) 

(In Thousands) 


Function 

A mount 

{Including State aid) 

Education. 

$1,181,695 

947,056 

853,600 

282,688 

145,103 

136,022 

92,563 

81.659 

80.660 

9,032 

3,762 

502,900 

Relief and general welfare. 

llitrhwaYS. 

Hospitals and other institutions. 

Police, fire, militia, etc. 

Natural resources. 

Interest. 

Health. 

CoiTCCJt ion. 

ParkvS and museums... 

Libraries. 

(Ither. 


SUB TOTAL. 

$4,316,710 

1,417,373* 

Government corporations, trust funds, etc. 


TOTAL. 

$5,734,115 

1,795,409 

(L(‘ss aid paid to other governments). 


$3,938,706 


« Includos contributiona U> unemployment compensation, $1,319,451,000 retire¬ 
ment, and other trust funds and to government enterprises. 


had the largest budget, $677,970,000 (total less provision for debt retire¬ 
ment). Although California’s total budget was almost as large, $532,- 
107,000, its interest payments were much smaller, $4,500,000. Arkansas, 
Illinois, Louisiana, North Carolina, and Pennsylvania with smaller total 
budgets than California had larger interest payments, ranging between 
$4 and $6 million. Nevada had no interest item at all. 

Aid to Municipalities. A major function of slate governments 
nowadays seems to be that of succoring local governments. Stale aid 
and shared taxes have grown to be a major portion of the state budget 
in some cases. 

The reason for the growth of this item lies in the fact that the states 
have preempted the most desirable and lucrative sources of revenue for 
themselves. The growing tendency of municipalities to diversify their 
tax structure may possibly arrest this trend. There are some advantages 
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in the centralized collection of taxes and in the tendency to equalize 
healthy education, relief, and similar burdens on a state-wide basis. 
There are, however, some disadvantages from the point of view of the 
integrity and responsibility of local government. These aspects of the 
problem are discussed more fully in Chapter 22. 

The total of state aid in 1944 was less than a third of total expendi¬ 
tures including state aid. The two figures were $1,795,409,000 and $5,734,- 
115,000, respectively (exclusive of $224,830,000 of debt retirement).^® 

Tendency to Increasing State Expenditures 

The tendency toward rising state expenditures seems irresistible. 
There is a persistent upward trend in civil service salaries and pensions, 
education, and highways. There is no tendency for health and public 
assistance expenditures to decline. Debt service, however, in all likelihood 
will decline. 

The high level of state expenditures cannot be adjusted downward 
very rapidly. The many hard-and-fast commitments which have been 
made will have first call on the state budget. These commitments have 
been in education, welfare, and health activities. In some cases a rigid 
formula has been adopted without regard to state revenues. New York’s 
“Moore plan,” for instance, sets state aid for general municipal purposes 
on a population basis in place of a variety of shared taxes. The munici¬ 
palities gain by such an arrangement in the long run, of course, but the 
state’s financial wizardry will have to meet a severe test when revenues 
drop. 

State Debt and Budget Surpluses 

An important wartime development was the growth of surpluses in 
state treasuries. The accumulated amounts of a few years grew to size¬ 
able sums, particularly in those states with highly income-elastic revenue 
sources—^items which responded rapidly to the rise in income. In many 
cases the sums were frozen into a fund to be saved for postwar highways 
and structures. In some cases the money was used to repay the debt. 
During the war opportunities of spending the money were limited. The 
three alternatives were then: reduce taxes; distribute the money to mu¬ 
nicipalities; or save the money for postwar purposes. Since high taxes in 
inflationary periods may be considered desirable, and municipalities them¬ 
selves had restricted opportunities for spending money during the war, 
the last alternative seemed to be the only acceptable one. 

** U.S. Bureau of the Census, State Expenditure in p. 6. 
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The evergrowing postwar funds accumulated through repeated sur¬ 
pluses have provided a constant target for opposition parties who feared 
the political potentialities of such large “nest eggs.” The pressure to 
spend the surplus, or reduce taxes, or both, has been very hard to resist 
and some concessions almost invariably have been made in one or more 
of these directions. 

Accumulation of Surplus Funds 

The growth in surplus funds may be indicated by a few figures.*® All 
items are for fiscal years. A survey of thirty-six states showed General 
Fund balances totaling $392 million in 1942, $621 million in 1943, and 
$1,014 million in 1944. Postwar reserve funds held $89 million in 1943 
and $156 million in 1944 in thirteen states. The aggregate of state high¬ 
way funds was $380 million in 1943 and $469 million in 1944. Not all 
states have surpluses, however. The states of Massachusetts, Mississippi, 
and South Carolina had deficits aggregating $17 million. There was no 
year beginning with 1940 in which all states balanced their budgets. 
Deficits were recorded for five states in 1940, seventeen in 1941, nine in 
1942, five in 1943, and three in 1944.*^ 

As in private accounting, any item labeled “Surplus” requires close 
examination. Because of the use of various funds and differences in termi¬ 
nology and bookkeeping practices, it is difficult to make comparisons 
between states. 

Changes in State Debt 

Net long-term debt of the states declined substantially during the 
war years. By the end of the fiscal year 1945 the figure was $872 million 
less than that for 1941.*^ The debt picture from 1937 to 1945 is shown in 
Table 33. 

It will be noticed that in the last few years there has been a decline 
in both gross and net debt. The wide disparity in credit standing of the 
various states still remains, and with it, of course, the wide differences in 
interest rates charged. 

Economic Aspects of Budgetary Surpluses 

The growth of state surpluses in good times and the practice of saving 
them for bad times is, of course, the most commendable policy of all 


U.S. Bureau of the Census, State Finances 1937 to 1945. 

** Rising State Expenditures,” p. 3. 

»• U.S. Bureau of the Census, Slate Finances, 1941, 1945. 

421 



STATE AND LOCAL FINANCE 


Table 33* 


Total State Debt 



Fiscal Years i937-19^5 
(Millions) 

Gross Debt 

Net Long Term Debt 

1937. 

$3,276 

$2,425“ 

1938. 

3,301 

2,510“ 

1939. 

3,449 

2,502“ 

1940. 

3,514 

2,460'- 

1941.j 

3,462 

2,711 

1942. 

3,271 

2,620 

1913. 

2,939 

2,318 

1944. 

2,796 

2,139 

1945. 

1 

2,425 



* U.S, Bureau of the Census, Slate Finances 1937 to 
1945. 

« Net debt. 

Net bonded debt. 

from an economic point of view. Tliis tends to rcinove the “fiscal per¬ 
versity” of state finance. In the past the states spent (hiring inflationary 
or boom times and refrained from spending during deflationary or bad 
times, thus aggravating the undesirable fluctuations of general business 
activity.®® Until public opinion is educated to the desirability of the new 
policy, there is little likelihood that the party in control of the surplus 
will be able to resist pressure to spend it—especially near election time. 

Interstate Conflict: Tax Concessions 

The wide variety of state tax structures and tax practices has resulted 
in a growth of interstate conflict. The conflict takes two forms; compe¬ 
tition for industries through tax concessions; and tax barriers interfering 
with interstate commerce. 

The most blatant tax concessions are found in the property tax, and 
these will be discussed fully. There are other more modern methods of 
tax competition between states. These will be mentioned briefly after a 
detailed discussion of the property tax devices. In some cases such 
property tax concessions are used in competition between municipalities. 

See Alvin H. Hansen and Harvey S. Pcrloff, Slate and Jjocal Finance in the 
National Economy (New York: W. W. Norton & Co., 1944). Cf. Gerhard Colni, 
“Fiscal Policy,” Chapter 34 in The New Economics^ S. E. Harris, ed. (New York: 
Alfred A. Knopf, 1947). 
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but the entire subject is discussed here since formal authorization, if any, 
must come from the state. 

The pracli(‘e of gran Hug tax concessions, though not new, was greatly 
extended during the depression of the ’30’s. It is fairly widespread in 
practice vvlietlier autliorized by law or not. 

From the best recent information available the following states have 
enacted legislation granting one type or other of tax concession to attract 
new industry: 


Alalia nia 

Arkansas 

D»‘lawaro 

Florida 

Coorj'ia 

Kentucky 

I^uisiuna (<'xpired) 


Maryland 

Mississippi 

Montana 

New .Mexico (expired) 
New York 
Oklahoma 
Iltiodc Island 


Sout h Carolina 

Vermont 

Vir#;inia 

Washinj^ton 

West Vir^^inia 

Wisconsin 

W yomiiig 


Effects of Property Tax Concessions 

In vitnv of tlie large number of factors affecting industrial location, 
it, is impossible to determine how effective tax concessions have been in 
attracting tiew business. There is some reason to believe that states and 
('ounties which have relied heavily on such inducements have not shown 
marked superiority over rival units. The relative unimportance of state 
and local taxes in the total tax and cost picture is undoubtedly at the 
basis of these rcisults. 

Any favorable effect which might accrue to new industry must be 
considered in relation to the increased taxes on taxpayers in general or 
the reduced public services which might result. It is common knowledge 
that tax exemption (of all sorts) has given rise to serious fiscal problems 
for some municipalities. It is possible, of course, that the new industry 
raises the general level of income and reacts favorably on property values 
so as to offset any initial unfavorable effects. The new industry must, 
of course, be provided with the usual municipal services. Another effect 
to be considered is tlie possibility of inviting retaliation by other states 
and municipalities. The effectiveness of the tax concession is thereby 
reduced while the local treasury suffers permanently. The widespread 
use of tax concessions might even put industry in so strong a bargain¬ 
ing position as to impair seriously the finances of local and even state 
government. 

For reasons such as the above, authorities in the field of public finance 
have consistently condemned the practice of granting tax concessions for 
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new business. The Research Committee of the Committee for Economic 
Development has recently opposed all tax incentives in its proposed post¬ 
war federal tax plan: 

In general, this Committee is opposed to the theory of so-called “incentive 
taxation,” which attempts to stimulate enterprise by means of spec^ial tax differen¬ 
tials for different types of income. Such differentials raise a host of administrative 
problems and are likely to result in a vicious cycle of special subsidies which can be 
paid for only by added tax burdens on other types of income. Instead, we believe 
that moderate and equitable tax treatment for all groups in our economy will be 
more conducive to an expansion of production and employment.®^ 

A “practical” man, Mr. Kenneth J. McCarren, Vice-President of 
the Detroit Board of Assessors, has also expressed his opposition to such 
inducements: 

I submit, that tax exemption as the price of securing a new industry in any given 
locality is in conflict with all accepted principles of sound taxation. But, the most 
serious aspecit of these subsidies rests in the fact that there is no logical end. The 
granting of subsidies by one community eventually imjiels other communities to 
grant similar or larger subsidies, almost as measures of self-protection. Such a policy, 
if continued over a long enough period of time, should logically end in complete 
exemption of all industrial enterprises, with disastrous effects on our whole national 
economy.®® 

A more moderate view is held by Professor Jens P. Jensen. He 
opposed exemptions but recommends safeguards in case the exemptions 
are granted: 

Tax exemption for industrial encouragement, like a protective tariff, is a device 
of local, mercantilist commercial policy. It must be justified or opposed on the same 
grounds as a tariff. On economic grounds the presumption is against both. The 
principal claim for exemption must be the “infant industry” argument. In the 
industrially developing southern slates, there are probably valid bases for exemption 
on that ground, despite the hazard that such a policy, adopted in one state, must 
tend to lead others in self-defense to adopt it also. In that respect, the industrial 
exemptions are like national tariffs, competitive armaments, and competitive adver¬ 
tising. In order to guard against abuses of exemptions of this type, if they must be 
granted, the following restrictions should be observed. 

1. The exemption should not be perpetual. That is a part of the “infant indus¬ 
try” argument. Time limits are characteristic of the provisions of the industrial 
exemptions witnessed during the past decade in the states of the “Old South.” 
Thus in 1930, the electors of Florida ratified a constitutional amendment sanctioning 

** Committee for Economic Development, Research Committee, Postwar Federal 
Tax Plan for High Employment^ August, 1944, p, 22. 

Kenneth J. McCarren, “Luring Industry Through Tax Exemption,” Tax 
Exemptions (Tax Policy League), p. 47, New York, 1939. 
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an exemption for fifteen years for companies generating hydroelectric power, no 
exemption to continue beyond 1948. There is objection to incorporating even a 
temporary exemption in the inflexible fundamental law. 

2. The exemption should be limited in area, should perhaps be a matter of local 
option, and should be confined to the taxes of the areas that are to benefit. The state 
and perhaps the county should not lose revenue on account of exemptions that may 
benefit only one small taxing district. 

3. Exemptions should apply only to the operative property used by enterprises 
whose encouragement is economically justifiable. While this rule is difficult to 
observe, it is important if indiscriminate exemptions are to be avoided.*® 

A sober study by the National Industrial Conference Board points 
up the case against tax concessions: 

As the taxable base becomes narrower and narrower through the fiat of legisla* 
tive bodies, the state must reach further into the poc^kets of those whose property 
and incomes are subject to assessment and their burden is thus correspondingly 
enhanced. As a result., the whole fiscal system becomes unbalanced and irritation is 
constantly generated. Tax exemptions thus serve to bring the true principles of 
democracy into conflict with forms of privilege for which justification maybe 
doubtful. 


Other Tax Concessions 

The unemployment insurance laws of the various states have been 
used to lure industry from one state to another or to defend one state 
against the inducements offered by others. In particular, the “merit¬ 
rating” provisions, commendable in themselves, have been used for this 
purpose. Since the 3 per cent payroll tax is a substantial business ex¬ 
pense and concessions along these lines must loom large in the decisions 
of businessmen, any inducement is certain to be effective. The merit¬ 
rating provisions give rebates or tax credits to firms which show a record 
of stable employment. Such provisions are desirable in that they encour¬ 
age stability of employment. They are so desirable, in fact, that their 
universal use is to be recommended. But their use as a device of inter¬ 
state competition for new business aggravates the present confused state 
of interstate fiscal relations. 

Apart from the merit-rating provisions of the unemployment insur¬ 
ance law, virtually every tax decision of a state legislature has its effects 
on the attractiveness of the state for business firms. Legislative compe¬ 
tition along these lines may have the favorable effect of minimizing tax 

*• Jens P. Jensen, Property Taxation in the United States, p. 158 (Chicago: The 
University of Chicago Press, 1931). 

National Industrial Conference Board, Tax Burdens and Exemptions, p. 58, 
New York, 1923. 
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burdens on business, but the same end could be achieved—and more 
uniformly and less laboriously—by greater uniformity in reducing tax 
burdens rather than continued tax competition. 

Interstate Conflict: Tax Barriers 

In order to enforce some of their tax laws, tlie states have occasion¬ 
ally found it necessary to interfere with interstate tnuh^ From a con¬ 
stitutional point of view such barriers have been declared permissible 
only where they have been found necessary to equalize tax burdens within 
the state. But they are barriers to interstate trade nevertheless. 

The notorious case of such tax barriers arises, of course, in the c ase 
of sales taxes. In order to enforce the sales tax, the states have imposed 
“compensatory use” taxes whereby a tax must be paid on goods which 
have been bought outside the state for use within the stah^. No one can 
deny the fairness of such a tax, once the salens tax itself is in existence. 
But the effect of the use tax is the same as that of a tariff. Purchasers 
are thereby discouraged from buying outside the state. The taxability of 
interstate sales, although seemingly in violence of the Conslitution, has 
been upheld on the grounds that no discrimination is involved where 
taxes arc designed to equalize the burden on purcliases made within and 
without the state. 

An important recent decision shows, however, tlnat the constitution¬ 
ality of such taxes depends on the details and phraseology of the tax law. 
In view of the number and importance of dissenting opinions in many of 
the cases the legal questions involved cannot be considered settled.®® 

Other difficulties have arisen as a result of the attempt of each state 
to tax an interstate carrier as much as possible. In the case of tiie air¬ 
lines, for instance, considerable duplication of taxation has resulted. 
Greater coordination of taxing prac’.lices would have eliminated much 
litigation and interference with business activity. 

Conclusions 

An increasing pressure on state finance may be expected as part of 
the general rise in standard of living. State governments and their 
creatures, municipal governments, touch the individual citizen intimately 
in his everyday affairs. More and more state and local services will be 
expected and demanded. Yet there are a number of reasons why the 
favorable financial situation of the states must be considered short-lived, 

** See Blakey and Blakey, op. rif, pp. 189-93. 
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For one thing, many states had taxes, such as income and sales, which 
yielded larger revenues during the war but will not continue to do so 
unless an unusual degree of prosperity is maintained. Another factor is 
that of deferred maintenance and building which will use up surplus funds 
and absorb a large part of current revenues. Finally, and most important 
of all, the lush war years and ample surpluses have prompted financial 
(commitments, in state aid and otherwise, which will be a heavy burden 
on the states when the surplus is eaten up and revenues drop. The in¬ 
evitable result—if tlie commitments are kept—will be that the states 
w ill raise rates, adopt new revenue sources, or go into debt even further 
than they have already done. 

The tendency to make binding commitments as to expenditures 
means loss of financial control by kgislative bodies. Lump-sum commit¬ 
ments on f he (jxiienditure side or earmarking of revenues have the effect 
of introducing rigidity into the fiscal policies of the states. In some cases 
less than onerfourth of the total appropriations are under legislative 
control/'*^ 

The states will have to concentrate on the development of a diversi- 
fi(Ml and productive revenue system. The aim of a diversified revenue 
structure is to ensure a stable and yet high yi(dd. This ncqiiires the selec¬ 
tion of taxes which will give increasing revenues in times of prosperity 
and high pricucs but will not fall vccry much wlien depression hits. The 
lax striKcturc should contain a mixture of taxes fluctuating directly or 
indireclly with net income and those based on more stable items. The 
possibhc effcccts on business must also be considered. It has been demon¬ 
strated thfit state taxation is not a substantial factor in plant location. 
Numerous independent studies lead to the same conclusion. Taxation is 
well down on the list of locational factors. As Professor James W. Martin 
has pointed out, however, such taxation is an important factor in com¬ 
pany prosperity although not in its location or exq)aiision policies. In 
spite of anything thaf is done, however, the present pattern of state 
finance suggests that there will be; (1) Increasing interstate conflict, 
(2) increasing federal-state conflict, and (3) increasing intertwining of 
state and local finance. 


“Rising: State Expenditures,” The Tax Foundation^ Project No. 1.5, February, 
1916, p. 18. 
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Many municipal governments, especially cities, have encountered 
difficulties in obtaining sufficient funds to meet their needs. The almost 
sole reliance on the property tax has placed a limit on revenue-raising 
possibilities. At the same time the demands for municipal services have 
grown. During the depression of the ’30’s relief needs increased and during 
the war the expanded level of business activity put a strain on municipal 
services while increased government ownership of property removed size¬ 
able items from the assessment rolls. The development of airport facilities 
has been another aggravating factor. 

The total amount of taxes collected by local governmental units ex¬ 
ceeds that of state governments. In 1945, states collected $4,255 million, 
excluding payroll taxes, while the aggregate for all local governments was 
$4,700 million. In earlier years the relatively greater magnitude of local 
tax collections was much more marked. There has been little change in 
local tax collections for the past twenty years. ^ Local expenditures also 
appear larger than state outlays. In 1944 local governments spent $6.0 
billion while state governments spent $5.7 billion (or $3.9 billion ex¬ 
clusive of state aid).2 


Problems of City Finances 

Not all levels of municipal government have fared badly. Cities have 
been the hardest hit but counties have often gained at their expense. 
During the depression of the ’30’s highly centralized and organized com¬ 
munities like the cities could not fail to maintain at least a minimum 


^ See “Total Tax Collections in 1945,” Tax Policy^ VoL 13, No. 2 (February, 1946), 
p. 3. (New York: Tax Institute.) 

* “Total Government Expenditures in 1944.” Tax Policy^ June, 1946, p. 3. 
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level of relief service. This put a tremendous burden on the cities with 
the result that state aid and the transfer of some functions to county 
governments had to be relied on. During the war the cities experienced 
an influx of population which increased the demands for city services. 
Property tax revenues improved too but not sufliciently to provide the 
needed funds. 


Increasing Costs of Operation 

Since the war the demands for wage increases, the need for mainte¬ 
nance of public structures neglected during the war, the rise in the cost 
of materials, and the return of veterans tended to force increases in the 
budgets of city governments. With increased cost of labor and materials 
and large demand for city services, many city governments have found 
their budgets at a peak. To take a few examples, Dallas had a budget 
approximately twice as great as it was in prewar years. Milwaukee’s 
budget was up more than two-thirds. Los Angeles in 1946 was over a 
third more than the previous year and San Francisco was up more than 
a quarter. 

It is noteworthy that cities have run into financial difficulties at a 
time when state and federal governments are finding either surpluses or 
at least balanced budgets practicable. In the decade before the war the 
federal government increased its revenue fourfold wliile state revenues 
more than doubled. Cities, however, increased their revenues only 2.5 per 
cent. During the war the states were losing on such items as gasoline 
taxes but gaining heavily on income taxes. They built up large reserves 
largely because of their inability to spend money on capital projects and 
highways. 

Urbanization and Subijrbanization 

The greatest long-run threat to the fiscal stability of cities, however, 
lies in the trend to the suburbs. In the nineteenth century the growth of 
manufacturing was associated with the growth of cities. This was attribu¬ 
table to such factors as common transport facilities, pooled labor supplies, 
financial institutions, and other community facilities and services.® The 
extent of the urbanization is indicated by Table 34. 

The development of electric power and the use of the electric-driven 
trolley car influenced the shape of the cities by favoring outward ex- 

*See Edgar M. Hoover, “The Location of Economic Activity,” Chapter 25 in 
Harold F. Williamson (ed.), The Growth of the American Economy (,New York: Pren¬ 
tice-Hall, Inc,, 1944). 
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tensions along main arteries of traffic, giving much the appearance of 
spreading tentacles.'^ 

Table Zh 

Number op Urban Places of 8,000 iNn^ABiTAJsi rs on More, 

AND Percent AC3E of Tot at. U.S. Population Living in Such 
Places, 1790-1940* 


Census 

Year 

Place of 

SfiOO Inhabitants or More 

Increase in Per 
Cent of Total 
Population from 
Previous Census 

Number 

Per Cent of 
Total Poputation 

1790. 

6 

3.3 


1800. 

6 

4.0 

0.7 

1810. 

11 

4.9 

0.9 

1820. 

13 

4.9 


1830. 

26 

6.7 

1.8 

1810. 

41 

8.5 

1.8 

1830. 

85 

12.5 

4.0 

1860. 

141 

16.1 

3.6 

1870. 

226 

20.9 

4.8 

1880. 

CO 

C'l 

22.7 

1.8 

1890. 

445 

29.0 

6.3 

1900... 

547 

32.9 

3.9 

1910. 

768 

38.7 

5.8 

1920... 

924 

43.8 

5.1 

1930. 

1,208 

49.1 

5.3 

1940. 

1,323 

49.3 

0.2 


* U.S. Buroau of the Ceusus, Statistical Abstract of Ike United States, 1911, 
Table 8, p. 6. 


The automobile has changed all of this. Downtown mercantile areas 
have suffered and neighborhood or outlying areas have gained. City 
workers can live in suburbs off the beaten path without ready access to 
public transit facilities. With the growth of trucking in competition with 
railways industrial plants have spread over a wider area as well. They 
have been attracted to the suburbs by cheaper land and lower taxes, the 
latter made possible by the smaller number of general services—libraries, 
zoos, etc.—provided. A continuation in the exodus to the suburbs 
threatens the cities.^ The suburbs have demonstrated their ability to 

* Hoover, op. ciL, p, 597. 

®See Philip H. Cornick, “New Exodua to Suburbs Near,” National Municipal 
Beview, January, 1946, pp. 4-8. 

430 











FINANCIAL PROBLEMS OF LOCAL GOVERNMENTS 


provide residential, commercial, and industrial space with low taxes and 
pleasant surroundings. The parasitical aspect of the relation between city 
and suburb remains since the suburbanites receive without cost many 
services of the city where tliey spend much or most of their time. They 
also spend much or most of their money in the cities but this money does 
not flow directly into the city treasury for tlie support of municipal 
services. 


Reliance on the Property Tax 

The mainstay of local revenue, the property tax, cannot bear the 
burden of financing the increased cost of municipal services. This source 
of funds has been exploited more and more as needs have grown. The 
trend continues. The year 191-6 showed “an accelerated increase in tax 
rates, the greatest in eight years.”® There was also an increase of 5.3 per 
cent in assessments over the previous year. This was the greatest increase 
in assessments since comparisons of this sort were begun in 1932. The 
average city in the linited States derives about 90 per cent of its tax 
r(n enue and 75 per cent of its total revenue from the property tax. The 
same study shows that 52 per cent of the cities increased their property 
tax rates. 

Differences in Assessment Procedure. In making comparisons of 
tax rates, it is necessary to take account of differences in assessment pro¬ 
cedure. The information that a tax rate." is $50 per $1000 of assessed valu¬ 
ation is not, of itself, V(U’y informative since the assessment m<ay be at 
only a fraction of full value. Suppose that the assessment is at two-thirds 
of full value. The average full value of property avssessed at $1000 is 
then $1500, The “adjusted” rate is then said to be $50 for $1500 or 
$33.33 per $1000. This is the type of adjustment made in Table 35. The 
major defect of the adjustment lies in determining just wliat percentage 
of full value the assessment is. The so-called “equalization ratios” are 
often determined by political rather than economic considerations and 
arc misleading on this point. 

Increases in Tax Rales. The increases in tax rates from 1911 to 
1946 are shown in Table 35. This table shows an increase of $1.75 per 
$1000 in the unadjusted rates and $.75 per $1000 in the adjusted 
rates. 


* “Tax Rales of American Cities,” National Municipal Review, Vol. 35, No. 11 
(December, 1946), p. 570. 
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Table 35 

Five-year Comparison of Average Unadjusted and Adjusted Tax Rates of 

249 American Cities* 


Population 
Group 1[ 

Average Unadjusted Bales 
per $i,000 Assessed Value 

Average Adjusted Bates 
per $i,000 Assessed Value 

me 

md 

Increme 

me 

mi 

Increme 

It . 

$43.56 

$39.78 

$3.78 

$32.86 

$.30.11 

$2.75 

II. 

37.19 

33.98 

3.21 

32.92 

28.56 

4.36 

Ill. 

51.83 


6.74 

27.53 

27.60 

-.07 

IV. 

41.04 


.40 

30.00 

29.28 

.72 

V. 

40.19 

38.33 

1.86 

28.06 

27.04 

1.02 

VI §. 

40.08 


1.04 

26.55 

26.25 

.30 

Totals. 

$41.23 

$39.48 

$1.75 

$28.09 

$27.34 

$ .75 


* “Tax Ratea of American Cities,” National Municipal IlevieWt December, 1946, p. 572. 
t Population groups defined by the U.S. Bureau of Census, 
i New York City and Chicago not included. 

{ Group VI is defined by the Bureau of Census to include cities between 25,000 and 50,000 population, 
but in this study cities under 30,000 were not tabulated. 

Growth of Assessed Value, The following table makes comparisons 
in assessed value from 1945-46 and from 1941-46. 

Table 36 


Changes in Assessed Value Over One-year and Five-year Periods* 


Population 

Group t 

Average Per Capita 
Assessed Value 

Per Cent 
Increme in 
Assessment 

m5-^e 

Per CerU 
Increme in 
Assessment 

mi-^^ 

1 

me 

m5 

It. 

$15.49 

$14.75 

5.0% 

10.9% 

11. 

16.97 

16.74 

1.4 

7.8 

Ill. 

12.68 

11.87 

6.8 

14.3 

IV. 

12,83 

12.55 

2.2 

9.7 

V. 

13.53 

13.05 

3.7 

9.2 

VI§. 

12.45 

12.06 

3.2 

11.6 

Totals. 

$14.26 

$13.54 

5.3% 

10.5% 


* “ Tax Ratea of American Cities,” National Municipal Review, December, 1946, 
p. 572. 

t Population groups defined by the U.S. Bureau of Census, 
i New York City and Chicago not included. 

I Group VI is defined by the Bureau of Census to include cities between 25,000 and 
50,000 population, but In this study cities under 30,000 were not tabulated. 
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It will be seen that increases took place during these periods* The aver¬ 
age assessed value per capita rose from $13.54 in 1945 to $14.26 in 1946. 
Assessment as a whole increased 5.3 per cent from 1945 to 1946 and 10.5 
per cent from 1941 to 1946. The greatest increase in total assessment 
took place in cities in the 250,000 to 500,000 population class. 

Predominance of Property Tax Revenues. The predominance of 
property tax revenues in the local tax structure may be visualized from 
Table 37: 


Table 37* 

Local Taxes: 1945 
(Estimated; In Millions) 


Tax 

Revenues 

Income. 

$ 32 

Property. 

4,322 

19 

Alcoholic beverage. 

Gasoline. 

7 

General sales and use. 

70 

Motor vehicle. 

11 

Other. 

239 



$4,700 


♦ Adapted from “Total Tax Collections in 1945,’* 
Tax Policyt Vol. 13, No. 2 (February, 1946), p. 2 
(New York: Tax Institute). 


Limitations of the Property Tax. There are economic limits to the 
real estate tax imposed by any restricted jurisdiction such as a city. In 
some cases the rates are so high that people move to the suburbs. More¬ 
over there are so many defects to the local property tax—inequalities of 
assessment, delinquencies in collection, growth of exemptions—that it is 
questionable whether further reliance on this type of tax should be en¬ 
couraged. In addition to these economic factors there are often statutory 
limits to the property tax. The combination of economic and legal factors 
restricting further reliance on the property tax makes the search for other 
sources of funds imperative. In any case, improvement in administration 
is a “must” for the property tax. 

Restrictions on Borrowing Power 

Legal restrictions also hamper local borrowing in many cases. Quite 
apart from legal restrictions, however, the borrowing power of munici¬ 
palities is limited in much the same way as is that of an individual. The 
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three C’s of credit—Character, Capacity, and Capital—apply to a mu¬ 
nicipality just as much as they do to its citizens. The hard-headed 
investors in “municipals” look at the past debt record, efficiency and 
honesty of the officials, the fiscal capacity of the government, and numer¬ 
ous other items. Once a city loses its credit standing, it must fight a long 
uphill battle to regain it.^ The price it pays for past indiscretions comes 
ill the form of higher interest rates. Many municipalities, especially those 
remote from financial centers, pay dearly for the use of borrowed money. 

Even cities which have good credit standing and are substantially 
within their legal borrowing limit are reluctant to increase their bonded 
indebtedness. A widespread recognition of the expensive nature of inter¬ 
est charges is growing. As a result of this attitude, a “pay-as-you-go” 
policy has taken hold and is spreading rapidly.^ Since locuil borrowing 
merely postpones and aggravates the revenue problem, any departure 
from the “pay-as-you-go” policy cannot be considered a substitute for 
the search for revenue sources to supplement the property tax. 

Supplementary Revenue Sources 

The inadequacy of the property tax and the growing sentiment in 
favor of stopping the growth in debt have driven some municipafities 
into a search for supplementary sources of revenue. Cily governments 
have been particularly affected. State governments liave been calhjd 
upon to supply more and more funds in the form of shared taxes and 
aids for specific purposes. But the states have had tlieir ow n problems 
to face and, in particular, have been reluctant (o use up their war-born 
surpluses. Many cities have, therefore, found it necessary to impose new 
taxes and extend their licensing system. Owing to the lag in comprehen¬ 
sive municipal statistics, the factual data used in tlie following discussion 
of “supplementary revenue sources” necessarily apply to two or three 
years ago for the most part.® 

Rella^nce of Cities on Non-property Sources of Revenue 

As yet only a small minority of cities is involved. A survey which 
was made of all cities over 10,000 in 1944 showed that only 10 per cent 

^ See George W. Wanamaker, “Buffalo Improves Its Credit ,Municipal Finance^ 
November, 1946, pp. 6-9. 

* See, for instance, “Debt-Free Cities and Pay-As-You-Go Financing; A Survey,” 
Public Management, Vol. 28, No. 9 (September, 1946), pp. 272-74. 

® The factual data in the rest of this chapter are derived from the following source 
unless otherwise indicated: A. M. Hillhouse and Muriel Magelssen, Where Cities Get 
Their Money (Chicago: Municipal Finance OiBBcers Association, 1945). 
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of those that replied had resorted to new revenue sources in 1943. In 
some cases a large proportion of the total revenue is derived from non- 
property tax sources. A few examples may be cited. New Orleans derived 
25.0 per cent of its revenue in 1942 from sales and gross receipts taxes. 
Fort Smith, Arkansas, d(Tived 51.7 per cent from licenses and permits. 
Kokomo, Indiana, obtained 69.9 per cent as aid from other govern¬ 
ments. Burbank, California, received 39.9 per cent as charges for current 
services. Rocky Mount, North Carolina, derived 72.9 per cent as con¬ 
tributions from public service enterprises. In a few instances the high 

Table 38 


CiTiKS WITH L\rge Non-property Tax Reventjer, 1944* 


CUy 

Properly 

Tax nevenues 
{Per cent) 

Other] 
Peveniies 
(Per Cent) 

Riversi<lfi (Calif.) 

(Pop. 2.')-.‘)0,()0()). 

13.4 

86.6 

Po!=avillc (Calif.) 

(Pop. f)- 10,000). 

20.4 

79.6 

BirmiriRhani (Ala.) 

(Pop. 200-r.00,000). 

22.7 

77.3 

Tacoma (VV^ash.) 

(Pop. 100-200,000). 

24.0 

76.0 

Waiikesha (Wise:.) 

(Pop. 10-25,000). 

27.5 

72.5 

Alilwaukec (Wise.) 

(Pop. over 500,000). 

29 2 

70.8 

New Orleans (La.) 

(Pop. SOO-.'iOO.OOO). 

30.8 

69.2 

Huntington (W. Va.) 

(lAjp. 50-100,000). 

35.0 

65.0 

Jamestown (N. Y.) 

■ (Pop. 25-50,000). 

38.3 

61.7 

Fort Wayne (Ind.) 

(Pop. 100-200,000). 

47.8 

52,2 


* Adapted from IIillhou»o and Ma^lsaon, op. ciL, p. 3. (Based on city 
r^orte and correspondence with cities.) 

t Inoliides one or more of the following: non-property taxes, shared 
taxes, state aid, federal aid, licenses and permits, departmental receipts, 
commercial earnings, earnings of utilities, public utility franchise and gross 
earnings taxes, miscellaneous. 
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proportion of non-property tax revenues is merely a reflection of the fact 
that the general level of expenditures is low. Since the property tax rate 
is normally adjusted from year to year to take up the slack in revenue 
needs, the property tax revenues may be low because the other revenues 
are adequate. 

Cities with a High Proportion of Non-property Revenues. The 
preceding table lists a number of cities which in 1944 derived a relatively 
high proportion of their total revenues from several non-property tax 
sources. The population grouping of the city is indicated in brackets 
after the name. 

Variety of Non-property Revenues. The new or enlarged revenue 
sources include: amusement admissions tax; license taxes based on gross 
receipts; liquor, tobacco, and gasoline taxes; motor vehicle licenses; park¬ 
ing meters; special service charges for garbage and refuse collection and 
sewage disposal; public utility taxes based on gross earnings, putting 
publicly owned utilities on a profit-making basis; chain store tax; income 
tax; sales tax; tenants’ and occupiers’ tax; city shares in state-collected 
taxes; state and federal aids. As yet no city levies an inheritance or 
estate tax. 


Table 39 


Revenue Receipts op All Cities Over 100,000 Population, 
1930 AND 1943 
(Figures in Thousands)* 


Revenue Class 

1930 

19^43 

Total revenue receipts t. 

$2,027,178 

1,588,320 

1,500,925 

87,395 

$2,072,131 

1,.■>86,746 
1,381,039 
205,707 

Total taxes collected. 

Property taxes. 

Other taxes. 



* Adapted from Hillhouse and Magelaaon, op. cU.^ p. 7. (Baaed on 
Bureau of the Census publications.) 

t Excluding earnings from public service enterprises. 


In spite of these new and enlarged sources of revenue, the main 
reliance of the cities is still on the property tax. The trend from 1930 
to 1943 is shown in Table 39. Shared taxes and aids from federal, state, 
and county governments loom large in the revenues from sources other 
than taxation. A great increase in revenues from sales and gross receipts 
taxes took place. This was partly a result of the adoption of such taxes 
by New York City and New Orleans and partly a result of classification, 
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the licenses based on gross receipts being included under gross receipts 
rather than under licenses by the Bureau of the Census. 

Some of the supplementary revenue sources will be discussed in 
greater detail below. This is a problem which is likely to grow more 
rather than less acute. An awareness of the intricacies of these revenue 
sources is desirable in an evaluation of the fiscal problems of the cities. 

New York City Emergency Revenue. New York City may be 
taken as an illustration of the use of non-property revenue. The wide 
variety of supplementary sources relied on by New York City is demon¬ 
strated in Table 40: 


Table m 

New York City Emergency Revenue 
(Millions op Dollars)* 


Type of Tax 


Yield 

{Fiscal Year, July i-June 30) 



1939-/^0 

ma-fd 


1 


Sales tax. 

$ 55.14 

$ 58.85 

$ 52.07 

$ 32.95 

$ 37.03 

Business tax. 

12.28 

13.11 

8.72 

10.66 

12.11 

Utility tax. 

8.95 

7.52 

5.28 

6.52 

6.90 

Conduit lax. 

.42 

.48 

.46 

.46 

.46 

Personal property tax. 

1.72 

1.01 

.96 

.55 

.22 

Cigarette tax. 

5.54 

.16 

.. 

.. 

.. 

Interest and j)enallies. 

1.32 

1.05 

1.52 

.89 

.18 

Compensating use tax. 


.87 

1.14 

.63 

.50 

TOTALS. 

$ 85.37 

$ 83.05 

$ 70.15 

$ 52.66 

$ 57.40 

Total receipts. 

$834.09 

$843.08 

$811.90 


$809.29 


* Adaptod from Hoy G. Blakoy and (Hadys C. Blakey, Sales Taxes and Other Excises, p. 26. (Chicago: 
Public AdmiiUHtration Service, 1945.) (Data were furnished by the office of the Comptroller.) 

Overlapping with Federal and State Taxes. The financial plight 
of the cities, in particular, is so serious that in many cases a multiplicity 
of supplementary revenue sources has been adopted or will have to be 
adopted even though the property tax is still and will probably remain 
the mainstay of local revenue. The supplementary sources of revenue 
tapped by the cities have, however, frequently been rather adequately 
exploited by the state and federal governments. This may be seen from 
a list of the taxes adopted: income, business licenses, and gross receipts 
taxes. Thus the municipalities do not have a clear field in supplementing 
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their revenue. The attempt to solve the financial problems of the munici¬ 
palities in this way aggravates the fiscal overlapping of governmental 
units. 

Licenses 

The practice of lic'cmsing certain occupations and businesses as a 
regulatory measure has been extended to perform revenue-raising func¬ 
tions as well. There are a great many terminologic^al confusions surround¬ 
ing such items as licenses, permits, fees, taxes, and franchises.^® A license 
usually authorizes a specified type of activity for a given period. Permits 
are usually designed for more sporadic activities, particularly where 
established standards of health, building, or safety are to be maintained. 
The permit, aside from giving “permission,’’ generally implies certifica¬ 
tion that established standards are met. Hence, the permit is sometimes 
a prerequisite to obtaining a license. 

Franchises arc contracts providing for the private use of public 
property for a specified period. Licenses, on the other hand, are out¬ 
right grants of the privilege of doing business or carrying on an occu¬ 
pation, The distinction heiween fees and taxes must be made on the basis 
of the magnitude and primary purpose of the levy. If the purpose is a 
regulatory one and the amount charged is approximately the amount re¬ 
quired for administrative purposes, the term “fee” is appropriate. If 
revenue is the main purpose the term “tax” should be used. 

An example of a legal attempt to avoid complications on account 
of this distinction may be found in the license code of Grand Rapids, 
Michigan 

In construing this ordinance the terms “license fee,” “annual fee,” or “specific 
tax” are to be deemed mutually interchangeable, and if any siKjh fee cannot be 
sustained as a lii^ense fee, it shall l)e treated as a specific tax upon the occupation or 
business named, or vice versa. 

There are three types of licenses which have revenue-producing possi¬ 
bilities: business licenses, vending machine licenses, and licenses for 
minor highway privileges. 

General Business Licenses. Business licenses were required for 
mercantile establishments in 441 cities throughout the United States in 
1943. Among the types of licenses are those for: commercial amusement 

See Hillhouse and Magelssen, op. cit 

Edward W. Harding, Municipal Revenues from Sources Other than Taxation^ p. 58, 
n. 11. (Albany, N. Y,: New York State Conference of Mayors and Other Municipal 
Officials, Bureau of Training and Research, 1935, Publication No. 35). (Derived from 
License Code, Grand Rapids, Michigan, Ordinance No. 904, Section 8.) 
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(as bowling alleys, dance halls, and shooting galleries); health and safety 
(as for barber shops, food handlers, and slaughterhouses); manufacturing 
(as bottling works, packing plants, and soap works); merchandising (as 
commission merchants, department stores, and newsdealers); professions 
and occupations (as accountants, hucksters, and nurses); and transpor¬ 
tation (as bus drivers, taxicabs, and trucks). The examples in parentheses 
are only a few of the many that might be given. Exemptions from general 
municipal license taxes are often granted to those businesses or occu¬ 
pations which are affected by special state taxes. Businesses engaged 
solely in interstate commerce are also beyoncl the reach of municipal 
licensing provisions. Special exemptions may also be granted to sellers 
of religious articles, nonprofit organizations, produce growers, and war 
veterans. Transient merchants, on the othcT hand, may sometimes be 
required to pay a higher tax than a resident merchant. 

There is a wide variety of bases for measuring the license tax. Among 
these are; type of occupation; value of inventory; rental value; street 
frontage; floor space; seating capacity; number of rooms, units, or pieces 
of equipment or vehicles; number of employees; number of salesmen; 
number of customers; number of companies represented by agent; ad¬ 
mission price; volume of purchases; gross receipts; invested capacity; 
kind or size of equipment; volume of production or productive capacity. 
The rate structure also varies. The rate may be a fixed amount, a fixed 
percentage, a bracketed structure with either increasing or decreasing 
rates, or some combination of these. 

A few^ examples of licenses based on gross receipts or number of em¬ 
ployees may be mentioned as of 1945. New York City adopted a lic(inse 
tax applicable to financial and commercial businesses in 1954. The base 
is gross income in excess of $15,000. Commercial businesses are taxed at 
a rate of one-twentieth of 1 per cent and financial businesses at a rate of 
one-tenth of 1 per cent. In 1944 the tax yielded nearly $13 million. 
Los Angeles instituted a business license tax in 1936. The tax applied to 
both wholesalers and retailers and is based on gross receipts. Wholesalers 
pay a tax which varies from $5 for gross receipts less than $10,000 to 
$2,670 for gross receipts of $30 million or over. Retailers pay from $5 
for gross receipts less than $5,000 to $3,835 for $30 million or over. The 
tax yielded nearly $900,000 in 1944, San Diego adopted a business and 
occupation license tax in 1942. Manufacturers, wholcjsalers, retailers, and 
certain service establishments are covered. The base is the number of 
employees in the previous six months. The rate is $10 plus $1 for each 
employee. 
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Vending Machine Licenses. Vending machines wliich sell merchan¬ 
dise are frequently subject to license. The justification lies primarily in 
the fact that they compete with licensed businessmen. Moreover they 
operate all hours of the day and night, regardless of holidays or closing 
restrictions. Another point in justifying such licenses is the fact that they 
require inspection. Among the bases for the fees are: kind of article 
vended, size of coin inserted, use of the machine (public or private), 
number of vending machines, whether operator is a licensed merchant, 
gross receipts from the machines. The list of states which license vending 
machines includes Alabama, California, Colorado, Delaware, Florida, 
Kansas, Michigan, Minnesota, New Jersey, North Carolina, Texas, 
Virginia, and Washington. 

Licenses for Minor Highway Privileges. The privilege of encroach¬ 
ing on, under, or over public streets is licensed in some municipalities. 
The justification for the tax lies in the fact that the municipality may be 
liable for injuries resulting from accidents. These are called “minor’’ 
liighway privileges to distinguish them from the “major” privileges 
granted public utilities. The minor highway privileges include overhead 
privileges, such as advertising signs and barber poles; privileges on the 
street surface beyond property lines, such as news stands and gasoline 
pumps located beyond property lines; and privileges under the streets’ 
surface, such as coal holes and tunnels. There are three main methods of 
determining the size of the fee: according to the zone or district in which 
the privilege is granted; according to the value of the land; and accord¬ 
ing to a combination of the two. In 1914 such fees yielded a total of 
$1,385,240 in New York City. Table 41 lists cities which obtain a high 
percentage of their total revenues from licenses and permits. 

Appraisal of Business Licenses. Business license taxes based on 
gross receipts have the advantage of greater stability of revenue than 
many other sources, particularly the net income tax. Although gross 
receipts may fall off substantially during a depression, they do not dis¬ 
appear or become negative, as frequently happens to net income. By the 
same token, a gross receipts tax must be paid by a firm even though it is 
losing money, hence such a tax has an aggravating effect during the 
downswing and depression. A flat-rate business license tax shows even 
greater stability of revenue but it tends to be more inequitable and 
burdensome than that based on gross receipts. 

There can be little doubt that some of the tax would be shifted 
forward to the consumer, especially if the tax is based on gross receipts. 
The tax would have the effect of a general increase in cost per unit sold. 
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Table 


Crni:s Which Obtained a High Percentage of Total 
flEVEm;E FBOM Licenses and Permits in 1942* 


City 

Percentage of Total Revenue 

Fort Smith (Ark.). 

51.7 

Gadsden (Ala.). 

i 31.9 

Montgomery (Ala.). 

29.1 

Little RcK^k (Ark.). 

28.8 

Mobile (Ala.). 

23.9 

Joliet (Ill.). 

23.9 

Joplin (Mo.). 

22.9 

Rerwyn (ril.). 

22.7 

Macon (Ga.). 

20.9 

East St. lA>iiis (Ill.). 

20.6 

Clarksburg (W. Va.). 

20.6 

W'^aukegan (111.). 

20.5 


* Adapted from Hillhouse and MaKolsscu, op. cit., p. 2. (Hasod on U.S. 
Bureau of the CanauH, CMy Finances, 1942.) 


Businessmen arc almost certain to find it desirable to raise prices some¬ 
what rather than absorb the tax in its entirety. Yet, unlike the sales 
tax, the shifting of the license tax will not be clearly evident to the 
consumer. The entire volume of sales, rather than each individual sale, 
is taxed. 


Sales and Use Taxes 

Sales taxes have been adopted by a few cities: New York, Montreal, 
New Orleans, Atlantic City, San Bernardino (Calif.), Santa Barbara 
(Calif.), Quebec City (Quo.), Charleston (W. Va.), and Huntington 
(W. Va.). In recent years Erie County in New York State has had a sales 
tax under a provision which requires most of the funds collected to be 
turned over to the City of Buffalo for educational purposes. St. Louis 
and Kansas City (Mo.) have gross receipts taxes which are sometimes 
classified as sales taxes. A sales tax closely resembles a business license 
tax based on gross receipts but there is an important difference when 
retail transactions are made. In the case of the sales tax the amount of 
the tax is clearly indicated for each sale. The gross receipts tax involves 
an over-all amount and the taxpayer derives the funds from whatever 
source he wishes. 

In some cases the states as weU as the municipalities impose sales 
taxes. For instance there are 19 cities in California which have local 
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sales taxes in addition to the state sales tax of per cent. New Orleans 
imposed a 2 per cent sales tax while the State of Louisiana has a 1 per 
cent tax. On (he other hand the city of New York lias a 2 per cent sales 
tax while ttie state does not have any. Table 42 lists cities which obtain a 
high per(;eritage of their total revenue from sales and gross receipts taxes: 

Table 42 

Cities Which Obtained a High Percentage of Total 
Revent;e prom Sales and Gross Receipts Taxes in 1942* 


City 

Percentage of Total Revenue 

New Orleans (La.). 

25.0 

Elyria (Ohio). 

9‘> 7 

Kearny (N. J.). 

20 6 

Huntington (W. Va.). 

19.0 

Tuscaloosa (Ala.). 

18.6 

Si. Louis (Mo.). 

17.3 

West Orange (N. J.). 

17.3 

Pensacola (Fla.). 

16.5 

W^ashington (T).C.). 

15.0 

Birniingham (Ala.). 

15.0 



* Adapted from Hillhouse and Magelsticn. op. cit., p. 2. (Baaed on U.S. 
Bureau of the Census, City Finances^ 1942.) 


Yield, Cities which have adopted the sales tax have found it a good 
revenue producer in good times. Nevertheless it remains only a small 
contributor to the total revenue in most cases. The experience of a few 
selected cities is given in Table 43. There is considerable disparity in the 
coverage of the tax, not shown in this table. 


Table /i3 

Sales Tax Revenues of Selected Cities* 


City 

Rate 

Yield 

Percentage of 
City Revenue 

New York City. 

1% 

$36,963,989 (1944) 

3.1% 

St. Louis. 

Hoof 1% 

1,621,000 (1943) 

5.4% 

Kansas City. 

H of 1% 

319,000 (1943) 

2.8% 

New Orleans. 

2% 

5,357,000 (1944) 

40.0% 


* Adapted from Hillhouse and Magelssen, op. cif., p. 50. 


Exemptions. An important social and economic problem which 
arises in connection with the sales tax is that of the exemptions per- 
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mitted. Great pressure is always brought to bear to exempt food and 
other necessities. Atlantic City makes extensive exemptions of this sort. 
New York City exempts certain food items. Other exemptions run in 
terms of flat cash amounts on specified commodities or services. 

Compensatory Use Taxes. A necessary corollary to the sales tax is 
the use tax which is a levy on goods bought outside llie city for use 
within the city. New York City and New Orleans levy siicli taxes. 

Appraisal of Municipal Sales Taxes. There can be no doubt that 
a sales tax without exemptions is regressive and falls heavily on the low- 
income groups. The extent of the regressivity depends on the inclusive- 
ncss of the tax. If food and other necessities are excluded the tax may 
lose its regressive features. The sales tax is frequently referred to as the 
poor man’s tax, as in the following verse which appeared at the time that 
Philadelphia first considered a sales tax: 

Get the hatchet, get the ax. 

We won’t pay the poor man’s tax 

For these reasons labor groups have generally and vigorously opposed 
the imposition of sales taxes. The answer to this lies in making the tax 
selective, exempting such items as food and drugs. Sucli action, however, 
may impair the revenue-yielding possibilities of the sales tax, especially 
at the low rates usually adopted. 

The yield from such taxes is relatively stable. This is an important 
advantage for any municipal budget. Moreover, these taxes reach persons 
who use the metropolitan area for shopping services but pay no property 
taxes therein. Unless the metropolitan area covered by the tax is large, 
like New York City, or relatively isolated from major competing trading 
areas like New Orleans or Santa Barbara, or frequented by high-income 
groups who may overlook the tax like Atlantic City, there is serious 
danger of driving business away. Cities which have trading areas in sub¬ 
urbs on their periphery or are close to competing trading areas arc par¬ 
ticularly vulnerable. 

Income Taxes 

A source of revenue which is unusual for municipal governments, 
the income tax, has been adopted in three cities. By the end of 1916 it 
was reported to have been studied in at least another 25 cities. The three 
cities which now have an income tax are Toledo, Philadelphia, and St. 
Louis. Several other cities in United States and Canada have had income 
taxes but have abandoned them. Among these is New York City, which 
adopted the tax in 1934 but was required to drop its tax by state law, 
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and Montreal, which gave up its tax under an agreement between the 
Dominion and provincial governments in 1941 whereby the Dominion 
took over all income taxation. 

Philadelphians Income Tax. The city of Philadelphia first adopted 
an income tax in 1939. Its annual yield is approximately $20 million. 
The tax rate is 1 per cent on gross earnings and is collected at the source 
on wages and salaries. Corporate income is excluded by state law because 
the state itself collects a tax on such income. There is no state tax on 
individual income. Residents of Philadelphia pay the tax on all salaries, 
wages, other compensation and net profits of businesses, professions, or 
other activities. Non-residents pay on that part of their income resulting 
from work done or services performed or rendered or activities conducted 
in Philadelphia. 

That a municipal income tax may be a good revenue producer is 
indicated clearly by Philadelphia’s experience, as shown in Table 44: 


Table 44 

Productivity of the Philadelphia 
Income Tax* 


Year 

Rate 

Total Receipts 

1940. 

VA% 

$16,283,820.31 

1941. 

IH% 

18,377,901.44 

1942. 

1H% 

24,762,041.43 

1943. 

1% 

20,761,883.44 

1944. 

1% 

22,315,170.14 

1945. 

1% 

22,430,548.16 


* W. Frank. MarsliuU, The Philadelphia Income 
Taxy p. 4 (Pluladelphia, June 7, 1946). 


A more detailed analysis shows that the withholding tax on payrolls 
forms the major source of revenue. 

Toledo’s Income Tax. Toledo enacted an income tax for the first 
time in January, 1946. Its annual revenue is expected to be $3J^ to 
$4J^ million. The tax rate is 1 per cent. Unlike the income tax in Phila¬ 
delphia, Toledo’s tax applies to all earnings including corporate net 
profits since the state of Ohio has no tax on individual net income. Other¬ 
wise the provisions, including those for withholding, are similar to those 
in Philadelphia. A recent ruling excludes rental income aggregating less 

See Robert J. Patterson, “Philadelphia’s Tax in Fifth Year,” Naiional Municipal 
Review (October, 1944), p. 457. 
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than one hundred dollars per month. The adoption of this tax cul¬ 
minates fifteen consecutive years of annual deficits. 

St, Louis’s Income Tax. The most recently adopted city income 
tax is that in St. Louis which dates from August 1, 1946. The tax rate is 
only one-fourth of 1 per cent imposed on individual and corporate 
earnings. The coverage is similar to Toledo’s tax. Like taxes in both 
Philadelphia and Toledo, such income items as dividends and rents are 
excluded (unless they are part of the taxpayer’s business activity). For 
this reason the tax is called an “earnings tax” rather than an “income 
tax.”^^ The yield is expected to be $4 million per year. The noteworthy 
aspect of the St. Louis tax is that the state government also taxes both 
corporate and individual incomes. The corporate levy is 2 per cent and 
the individual levy is graduated from 1 per cent to 4 per cent. Thus in¬ 
come recipients in the city of St. Louis pay income tax to three juris¬ 
dictions: local, state, and federal. 

Appraisal of Municipal Income Taxes. The municipal income tax 
seems to be the most promising answer there is to the financial problems 
facing the cities. It is more equitable than a general sales tax but less 
equitable than a sales tax which is selective and exempts necessities. As a 
method of raising much-needed revenue it provides a method of diversi¬ 
fication which is much preferable to increased reliance on the property 
tax. The revenue derived is large and even fairly stable because of the 
lack of any deductions or exemptions. Above all, since the tax applies to 
nomesidents as well as residents, it gets the so-called “daylight citizens” 
who earn their income in the city but live outside. Since one of the main 
advantages of living in the suburbs is thereby removed, the imposition 
of an income tax, especially at a rate of, say, 2 per cent, might even 
reduce suburban objections to the absorption by the cities. 

The prevailing municipal income taxes in Philadelphia, Toledo, and 
St. Louis have some notable defects. They violate the principle of ability- 
to-pay in that they allow of no exemptions or deductions and they have 
a flat percentage rate regardless of size of income. The diverse treatment 
of corporate income and income from property is hard to justify. There 
is also some danger of being misled by the high yield in good times to 
placing too much reliance on this tax. A more stable source of revenue is 

“Income Tax Regulations,” The Toledo City Journal (July 27,1946), p. 414. 

See Ronald E. Gregg, “Toledo Adopts Payroll Tax,” National Municipal Review 
(March. 1946), pp. 108-10, 120. 

See City of St. Louis: Earnings TaXy issued by Collector of Revenue, City of 
St. Louis, July 25, 1946. 
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needed to carry on at least the minimum of city services during depression 
years. Finally, there is a sligJit danger of driving firms into suburbs in 
those cases where competitive conditions as to industrial location exist 
between the city and suburbs. If suburban companies find it easier to 
obtain workers on account of the city tax the city firms may find it 
profitable to move rather than attempt to attract workers by sufficiently 
higher wages. These factors would probably not come into operation, 
however, at the low income tax rates that cities are likely to impose. 

Miscellaneous Taxes, Charges, and Revenues 

A large variety of items have been taxed by various cities. Such 
commodities as tobacco, gasoline, liquor, and automobiles have been hit. 
Such services as amusements and utilities have also been taxed. In 
Florida, for instance, there are twenty-five cities which collect a 10 per 
cent tax on consumers’ utility bills. Some of the taxes and charges are 
discussed in greater detail below. 

Cigarette and Tobacco Taxes. In 1945 there were twenty-six cities 
which levied cigarette taxes. Most of them are in Alabama, Florida, and 
Missouri. Denver (Colo.) and Atlantic City (N. J.) also levy such taxes. 
It has been a good revenue producer. The tax has all the defects and 
merits of an ordinary sales tax except that the commodity taxed may 
possibly be considered a luxury and thus its regressivity, although equally 
marked, is not so objectionable as that of the general sales tax. 

Alcoholic Beverage Taxes. Municipal taxes on alcoholic beverages 
may take the form of licenses, consumption or excise taxes, or taxes on 
liquor store profits. In 1942, 52 out of 92 cities with populations exceed¬ 
ing 100,000 licensed the sale of alcoholic beverages. Among them were 
Chicago, Boston, Newark, and Worcester. Three cities in this category 
(Washington, D.C., New Orleans, La., and Birmingham, Ala.) have con¬ 
sumption or excise taxes. There are four states (North Dakota, South 
Dakota, Minnesota, and Wisconsin) in which municipal liquor stores are 
found. These taxes are good revenue producers and are justifiable on the 
same basis as are the cigarette taxes. 

Municipal Chain Store Taxes. Although a number of cities have 
levied taxes on chain stores and self-service markets the fiscal effects are 
negligible. The largCwst amount reported collected in recent years was 
$20,000 by Wheeling, West Virginia.^® The other economic effects are 
harder to determine on the basis of the scanty evidence available. Since 

Blakey and Blakey, op, ciL, p. 163. 
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the purposes of such taxes are primarily regulatory and discriminatory 
they cannot be appraised on their revenue-producing characteristics alone. 

Motorists’ Taxes. A number of cities have resorted to various 
motorists’ taxes in order to supplement their revenues. As listed by 
Hillhouse and Magelssen these include: gasoline and other motor fuel 
taxes, motor vehicle licenses, commercial vehicle franchise fees or taxes, 
operators’ licenses, vehicle inspection fees, parking meters, municipally 
owned parking lots, special trailer taxes, personal property taxes on 
motor V(dii(;les, bridge tolls, and vehicular tunnel tolls. 

The gasoline tax was used by four cities over 100,000 population in 
1945: St. Louis, Washington, Kansas City (Mo.), and Birmingham. A 
great many other cities in some ten states had adopted this type of tax. 
Motor vehieJe license taxes have been authorized for cities in twelve 
states. Both the fuel and vehicle taxes have been good revenue pro¬ 
ducers. Local operators’ licenses are required in approximately twenty-six 
states. A few cities require vehicle inspection, primarily for safety pur¬ 
poses. Parking meters, used by 430 cities in 1944, are a decidedly lucrative 
source of revenue, especially considering their low cost of operation. 
Some forty cities have, however, abandoned their meters since 1935 
cither because of unfavorable court action or unpopularity with motorists 
and mer(4iants. Of the other types of motorists’ taxes only tolls have any 
substantial revenue elfect. An automobile stamp tax, like the now defunct 
federal tax, has also been recommended for cities. 

Except for the motor fuel taxes the various levies described above 
involve no economic dangers to the municipality. Some of them may 
seem to have a high “nuisance” content but this usually does not have 
any significant economic efltx4s. The motor fuel (axes are subject to the 
same difficulties as any other purely localized sales taxes, but to an even 
more marked degree. Since a gasoline tax is imposed only on those who 
have motor vehicles the probability that there will be avoidance by 
buying at a nearby non-taxed suburb is greater than for sales taxes in 
general. 

Amusement Taxes. A likely source of revenue for cities and other 
centers of population may be found in amusement taxes. The great 
advantage of this source of funds lies in the fact that suburban and rural 
residents are thereby made to beai' part of the burden of city services. 
The person working in the city or coming into the city of an evening 
avails himself of police and fire protection and benefits from street¬ 
cleaning and similar services. It might be thought that the ordinary 
admission price to any place of amusement includes all costs, including 
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property tax costs. This is undoubtedly true to some extent. Yet if the 
choice is between increasing property tax rates as a whole, or imposing 
amusement taxes, the latter would seem to be preferable on the grounds 
of taxing ability to pay. All persons, whether resident or non-resident, 
frequenting places of amusement pay the amusement taxes. 

Several cities have found amusement taxes a lucrative source of 
revenue. In particular, the following cities have obtained a substantial 
part of their revenue in this way: Chicago, Philadelphia, Seattle, San 
Diego, Bellingham (Wash.), San Bernardino (Calif.), and Richmond 
(Calif.). The amusement taxes take three forms: admissions taxes, taxes 
on mechanical amusement devices, and amusement licenses. 

Admissions taxes have been used most widely by cities in the State of 
Washington since the state vacated the field on May 1, 1943. The rates 
used vary from city to city. Seattle charges a graduated rate based on 
the amount paid for admission. Some of the other cities in Washington 
charge flat rates. Philadelphia has an admissions tax which is graduated. 
A few cities in Alabama, California, and West Virginia have adopted 
admissions taxes. A number of Canadian cities such as Montreal (Que.), 
Verdun (Que.), Sherbrooke (Que.), Regina (Sask.), and Saskatoon (Sask.) 
have also imposed levies of this sort. 

Another form of amusement tax, that imposed on mechanical amuse¬ 
ment devices, is receiving widespread adoption. The justification for taxes 
of this sort extends beyond the fact that the devices are luxuries. The 
discouragement of gambling is one aspect. Another is the fact that the 
machines are personal property, which escapes the property tax in most 
cities. Among the cities which have adopted such levies are: Milwaukee, 
Vancouver (Wash.), Portland, Milwaukee, Northampton (Mass.), 
Seattle, Akron, Bellingham (Wash.), Los Angeles, Wilkes-Barre (Pa.), 
Miami, and Toledo. The imposts touch various levels of distribution and 
operation of the machines, including “master operator’s licenses,” “oper¬ 
ator’s licenses,” and fees “per machine per year,” “per machine per 
quarter,” or “per machine per month.” 

Licensing of places of amusement is practiced widely as a revenue as 
well as a regulatory device in both the United States and Canada. The 
bases for the licenses include: seating capacity, admission fee, units of 
equipment, number of amusement events, size of the establishment, 
type of amusement service, gross receipts, or some combination of these. 
Fort Myers (Fla.) and Chicago, for instance, use a combination of seating 
capacity and admission price to determine the license rate. 
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Tenants’ and Occupiers’ Taxes. Taxes imposed on tenants and 
occupiers are very widely used in Canadian cities where they are some¬ 
times called “business taxes.” There was only one example of this type 
of tax in the United States in 1945—that in New York City. The tax in 
New York City was imposed on everyone occupying rented premises for 
gainful purposes. The rate was low, $1 per $1000, and the yield is corre¬ 
spondingly low. It was less than half-a-million dollars in 1944. The 
Canadian cities generally have higher rates, often the general property 
tax rate. Montreal raised over nine million dollars this way in 1944 and 
Toronto raised nearly four million. A tax of this sort provides a ready 
source of revenue for hard-pressed cities. 

Public Utility Taxes and Contributions. There has been growing 
reliance on municipal taxes on public utilities as a source of revenue to 
supplement the property tax. Among the cities which have such taxes are: 
Los Angeles, Montreal, Washington (D.C.), San Antonio, Pasadena, 
Wichita Falls (Tex.), West Palm Beach (Fla.), Newburgh (N. Y.), Cape 
Giradeau (Mo.), Hornell (N. Y.), Denison (Tex.), Richmond Heights 
(Mo.), and DeLand (Fla.). There are various forms of the tax, among 
which may be included licenses for the privilege of doing business, fran¬ 
chises for the privilege of using streets and alleys, taxes on the sales of 
utility services, production tax per unit of service (e.g., kilowatt, mile, 
etc.), licenses per item of equipment (e.g., meter, telephone, etc.), and 
pole or conduit rentals. Because such taxes are largely imposed on neces¬ 
sary services which have no near substitutes it is reasonable to expect 
their revenues to be relatively stable and their incidence to be regressive. 

Where the utilities are municipally owned the “tax” takes the form 
of a contribution. For the most part, this is not a large part of the cities’ 
revenue but could presumably be made such by raising service rates or 
cutting costs. Among the cities which have derived substantial revenues 
from this source are: Los Angeles, Boston, Louisville, Milwaukee, Cin¬ 
cinnati, Seattle, St. Louis, Columbus (Ohio), Jersey City, Kansas City 
(Mo.), and Memphis. In Canada, the following are a few of the cities in 
this category: Regina, Saskatoon, Edmonton, and Calgary. Comparisons 
between tax revenues derived from privately owned utilities and con¬ 
tributions received from publicly owned utilities would require a detailed 
study of accounting methods and services performed and cannot be con¬ 
sidered here. 

Table 45 lists cities which obtain a high percentage of their total 
revenue from public service enterprises: 
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Table 45 


Cities Which Obtained a High Pebcentage of Total 
Revenue from CoNTiiiBUTioNs prom Public Service 
Enterprises in 1942* 


City 

Percentage of Total Revenues 

Rocky Mount (N. C.). 

72.9 

Richmond (fnd.). 

54.2 

Jacksonville (Fla.). 

53.6 

Mishawaka (Ind.). 

50.0 

Alexandria (La.). 

47.7 

Danville (Va.). 

:n.6 

Colorado Springs (Colo.). 

36.1 

Muskogee (Okla.). 

32.6 

Owensboro (Kv.). 

30.7 

Austin (Tex.). 

29.5 


♦Adapted from Hillhouse and Mugolsaen, op. p. 2. 


Other Taxes. Among the other taxes that Jiave been levied or shared 
by some cities may be included: gross premiums of fire insurance com¬ 
panies (e.g., Chicago, New York, Philadelphia, Washington, Atlanta, 
Louisville, Montreial); gross earnings of banks (Washington, D.C.); dock, 
wharfage, and tonnage taxes (Missouri cities, Boston, Wisconsin munici¬ 
palities); gross production tax (Oklahoma communities); local poll tax 
(general in Canada, authorized in thirty-five states in United States 
and prohibited in five); street tax (Atlanta). These taxes indicate the 
degree of ingenuity which has been used in some states in diversifying 
local revenue sources. 

Service Charges. An obvious and lucrative source of revenue has 
been found in charges for municipal services. Among these are sewer 
rental (e.g., Detroit and Cleveland) and garbage collection (e.g., Atlanta 
and Canton), street sprinkling and cleaning, protection of trees, snow 
removal, wheat cutting, street lighting, and special public services. 
Charges are also made for fire protection and other city services per¬ 
formed outside the city limits. 

Table 46 lists cities which obtain a high percentage of their total 
revenue from charges for current services. 

The argument for charging for special police services was stated suc¬ 
cinctly by a police chief in 1935:^^ 


Edward W. Harding, op, cit, p. 32. 
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I have, for a number of years, felt that on police details at certain exhibitions, 
weddings, funerals, dances, and other private functions there should be a charge to 
cover such service, it being in ray opinion out of the bounds of general police work, 
and with municipalities finding themselves in such financial straits they must 
resort to most any means to receive revenue. 

An important advantage of service charges is that they are likely to 
provide a stable source of revenue. Services for which charges are made 
are usually in the category of necessities and are not likely to decline 
during a depression. 


Table IS 

Cities Which OnTAiNEn a Hich Percentace of Total 
Revenue from Charges for Current Services 
IN 1912* 


Ciiy 

Percentage of Total Pevenucs 

Burbank (Calif.). 

39 9 

Burlingl-on (Iowa). 

37.3 

Wvandot tc (Mkdi.). 

36.0 

Moline (111.).. 

36 0 

ParkoLsburg (W, Va.). 

30.7 

Pontiac (Mich.). 

29.9 

Marion (Ohio). 

28.3 

Riverside (Calif.). 

26.3 

Highland Park (Mich.). 

26.1 

Springfi(*ld (Ohio). 

25.5 



Adapted from liillbouae and Magelascn, op. cil., p. 2. 


Other Local Revenues. Municipalities also derive revenues from 
commercial activities including: public markets and warehouses, stadiums 
and auditoriums, cemeteries and crematories, off-street parking lots, bus 
terminals, sewage disposal farm and airport ranch, sale of electric water 
heaters and ranges, and grist mill. St, Hyacinthe (Que.) also provides an 
example of a municipal dairy. Revenues have also come from: legal serv¬ 
ices and charges; money, property, and gifts and departmental earnings. 
Legal services and charges include: courts costs, fees and charges, record¬ 
ing of legal documents and fines and forfeits. Income from money, 
property, and gifts includes: rents and royalties, interest, public sub¬ 
scriptions and bequests and public domain. Departmental earnings may 
come from: libraries, hospitals, correction institutions, other public safety 
services, highways, health, building structure and equipment, protective 
inspection, and recreation fees. 
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Federal and State Aids 

If the municipalities are to maintain essential services and are un¬ 
able to raise the necessary funds themselves, other governmental units 
must step in to their aid. The states, in particular, have evolved elaborate 
formulas of shared taxes and grants to succor the municipalities. These 
devices form part of the general framework of intergovernmental finance 
which is discussed in the next chapter. 

Conclusions 

It is evident that no municipality need lack funds if it is willing to 
diversify its sources of revenue and the state permits it to do so. Such 
supplementary taxes as those on income, sales, or admissions, to mention 
only a few, have been imposed by cities without catastrophe and have 
yielded large revenues. The recognized limitations of the property tax 
need not restrict the performance of necessary municipal services. 

Despite the many supplementary sources of revenue and the increased 
reliance on state aid or shared taxes, the financial problems of munici¬ 
palities, especially cities, are still far from solution. More cities will have 
to adopt a variety of taxes, which, for political reasons, they are usually 
reluctant to do. The search for new revenue sources nevertheless con¬ 
tinues.^* The major difficulty is that the state and federal governments 
have preempted the most productive sources of revenue. The tendency 
has been toward central finance—an unfortunate tendency in terms of 
local responsibility and local self-government. It has been suggested, 
“The swing has gone too far—in some instances, much too far—and a 
redress of the balance is in order.”^® Surcharges on such state and federal 
taxes seem to be the best method of retaining the efficiency of central 
collection without abandoning local independence. This and other inter¬ 
governmental devices are discussed more fully in the next chapter, 
“Intergovernmental Finance.” 

No small and persistent barrier is the archaic organization of munici¬ 
pal areas which prevails. Modernizing local government, as suggested by 
Hansen and Perloff^*^ may be considered a prerequisite to an adequate 

See, for instance, “More Cities Develop New Sources of Municipal Revenue,*' 
Public Management^ Vol. 28, No. 9 (September, 1946), pp. 275-76; and David H. 
McKdnney, “Facing the City Finance ‘Squeeze,* *’ Bulletin of the National Tax Associa- 
tion (January, 1947), pp. 114-15. 

“ John F. Sly, “Tax Supplements for Municipalities,” The Tax Review (February, 
1947), p. 7. 

w Hansen and Perloff, op. ciL, Chapter 5. 
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solution of the financial problem. In particular, the fact that local govern^ 
ments often cover uneconomical areas for the performance of particular 
services continues to hamper attempts to mend the financial fences. In 
some respects it may be said that treatment of the financial aspect deals 
with the symptom rather than the cause. Nevertheless, revision of govern¬ 
mental service areas is a long process which will require a considerable 
amount of time. The same may be said of slum clearance. Broadening 
the local tax base can act as a necessary palliative if not a cure and can 
ensure the maintenance of adequate municipal services. 
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The financial problems which state governments encounter stem 
partly from competition of the federal government in the lieJd of tax¬ 
ation. Lo(;al units face the superior force of both state and federal govern¬ 
ments. The taxpayer, in turn, is confronted with a bewildering and 
embarrassing array of overlapping levies, conflicting regulations, uneven 
enforcement procedures, and serious gaps in public services. Palliatives 
have taken the form of intergovernmental grants; and cures have been 
proposed in the form of fiscal coordination among the respective govern¬ 
mental units. 

Federal Grants to State and Local Governments^ 

Federal grants-in-aid have made it possible for state and local govern¬ 
ments to continue to perform necessary services in their respective juris¬ 
dictions without forgoing their independent control. Although some 
grants have carried with them stipulations of one sort or another, the 
final over-all control has nevertheless been in state or local hands. Cer¬ 
tainly the degree of control is greater than would have occurred if the 
federal government had actually taken over functions completely. The 
necessity for such grants arises from the fact that “Our system assigns 
to the state and local units the administration of more functions than 
they are able to finance.”^ 

Magnitude of Federal Grants in United States^ 

Recent years have witnessed a great increase in the scope and the 
magnitude of federal grants. Prior to 1930 they were just a little over 

^ This discussion of federal grants-in-aid draws heavily on the following excellent 
article: Louis Shore, “Some General Comments on Federal Grants,” Bulletin of the 
National Tax Association^ Vol. 32, No. 3 (December, 1946). 

2 Ihid., p. 81. 

® Ihid.f pp. 81-82. 
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$100 million. Four-fifths of this amount was for highway aid. Avside from 
this one purpose tlie federal grants did not substantially contribute to 
any state service. The main beneficiaries in addition to highways were 
agricultural education and research, vocational education and rehabilita¬ 
tion, forest fire prevention and other forestry aids, public health, and 
maternal and child health. Since fiscal need and fiscal capacity do not 
necessarily go together, the amount of federal grants varies greatly from 
one part of the country to another. A glance at the per capita figures 
confirms tlie variation in grants. The country as a whole averaged $5.45 
per capita in federal grants in 1945. The range was from $2.83 in New 
Jersey to $14.07 in Nevada.^ 

Expansion Since 1935. The major expansion in federal grants dates 
from 1935. The Social Security Act made provision for federal contribu¬ 
tions for seven programs: old age assistance, aid to dependent children, 
aid to the blind, maternal and child health service, service for crippled 
cliildren, child welfare service, and the administration of state unemploy¬ 
ment compensation. The grants made under this Act constituted a large 
part of the increase in federal grants occurring during the subsequent 
decade. 

(irants for Social Security and related health and welfare functions 
constituted approximately 75 per cent of total regular grants in the fiscal 
year 1945 and 65 per cent in the fiscal year 1946. Total regular grants in 
this year were approximately $640 million and $800 million, respectively. 
From tiieir higli levels in earlier years of federal grants, highway grants 
fell drastically during the war and in 1945 they were only 14 per cent 
and 22 pcjr cent in 1946. In the fiscal year 1947 appropriations for regular 
grants to state and local governments were approximately one billion 
dollars. This was ten times as large as the actual expenditures for such 
grants in 1930. 

Signs of continued increases in federal grants exist. The Federal-Aid 
Highway Act of 1944 authorized an appropriation of $500 million for 
each of the fiscal years 1946 to 1948. The prewar average annual expendi¬ 
ture was ouly about $120 million for this purpose. The act provided for 
the extension of the federal highway aid program for the first time to 
roads in urban areas. The sum of $125 million in fact was to be devoted 
to this purpose. The regular highway aid was $225 million and there was 
a sum of $150 million for secondary or feeder roads, thus making up the 
full $500 million. The Social Security amendments of 1946 also provided 

‘ Social Security Bulletin, June, 1946, p. 43. 
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for temporary increases in the ceilings on federal contributions for public 
assistance. The estimated cost was $150 million for the period to which 
it applied, October 1, 1946 through December, 1947. 

Certain new aid programs were also put into effect by the 79th Con¬ 
gress. The sum of $75 million was annually authorized for a five-year 
program for hospital survey and construction and a similar sum was 
appropriated for the ensuing fiscal year for the permanent national school 
lunch program. Grants of $500 million were provided for a seven-year 
period for airport development and construction. Such grants would go 
directly to the cities and not by way of the states. The system of regular 
federal grants is now an integral part of our financial structure. Essential 
services are dependent on these grants. For instance, the Social Security 
program would collapse without federal contributions. Nor is it likely 
that the highway aid program will be dropped because certainly the 
tendency is in the direction of greater and greater use of such facilities. 
By the same token the airport program is indispensable, especially if 
military considerations are also taken into account. Moreover, hospital 
programs are integrally related to veterans’ aid so in that direction too 
there would seem to be an inevitable tendency for sustained federal 
grants. 

Federal Emergency Grants. The distinction between emergency 
grants and regular grants rests on the question whether the states are 
required to contribute to the cost of the service for which the grant is 
made. In the case of emergency grants the federal government may 
finance the entire cost of the service, whereas, in the case of regular 
grants, the states are generally required to match the federal contribu¬ 
tion. There have been years in which federal emergency grants have 
exceeded the regular grants. During the depression years in the ’30’s the 
federal government took over the responsibility for the financing of direct 
and work relief. In 1939 a sura of $2.3 billion was paid by the federal 
government in the form of emergency grants to state and local govern¬ 
ments for public works and work relief. Regular grants that year were 
only $600 million. During the war emergency grants, no longer needed 
for public works programs, were used for education and training of 
defense workers and for maternity and infant care for wives of enUsted 
men. In 1945 total federal grants for war purposes were approximately 
$270 million and in 1946 they were approximately $165 million. 

The existence of large emergency grants is evidence of the lack of 
resilience in the state and local financial structure. The state and local 
governments find it difficult to maintain ordinary services expected of 
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them. They are completely incapable of coping with any emergency. At 
any rate this has been the experience of the past few decades. The large 
surpluses which the states accumulated during the war may conceivably 
change this picture, but it is not very likely that any change will be for 
very long or that the states even now could withstand a serious depression 
without emergency federal aid. A coordination program which gives the 
states greater tax powers with freedom from federal interference would 
transfer to the state some of the resilience of the federal fiscal structure. 
It must be recognized, however, that in case of a nation-wide depression 
the possibility of making any substantial contribution toward improve¬ 
ment tlirough tax-financed expenditures alone are not very bright. If a 
coordinating fiscal set-up makes any substantial contribution to economic 
stability it will be expected that emergencies of all sorts will be reduced 
and with that of course we can expect a reduction in federal emergency 
grants to the State. 

State governments have come to rely on federal grants for certain 
essential services but it cannot be said that many states are dependent on 
such grants in any substantial way. In the fiscal years 1945 and 1946 
the regular federal grants constituted approximately 15 per cent of total 
state revcnue)s excluding collections from the unemployment compensa¬ 
tion tax.^ This is an over-all figure, of course. In the fiscal year 1945 the 
percentages varied from 5.4 per cent in New York to 35.2 per cent in 
Nevada. Thus for some states the federal grants do have quite a life-or- 
death effect on state services. 

Allocation Factors in Federal Grants® 

The distribution of regular federal grants among the states is based 
on a number of allocation factors and is not confined merely to popu¬ 
lation. This variety of factors explains why it is that the per capita figures 
show wide disparity from state to state. 

The methods used are the following: (1) matchingj (2) population, 
(3) expenditures, and (4) fiscal capacity. Each of these allocation factors 
will be discussed briefly. 

Matching Base. Practically all regular federal grants require matched 
contributions by the state. The effect of this is to avoid extravagance and 
at the same time to encourage the promotion of financial responsibility 
by the state for services which are considered, by the federal govern- 


® Social Security Bulletin, June, 1946, p. 43. 

® See Shere, op. ciL 
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meiit, to be in the national interest. There can be no doubt that the 
matching requirement has a salutary influence on the expenditure of 
funds. The major defect of this requirement is of course that it assumes a 
certain level of fiscal capacity in the states involved. In so far as federal 
grants are designed to remove disparities in services resulting from vari¬ 
ations in fiscal capacity, the matching requirement of course defeats the 
purpose of federal grants. We may perhaps say that this is an example 
of the conflict which frequently arises between equity and efficiency in 
government finance. The matching requirement promotes efficiency but 
at the expense of equity. Moreover it must be evident that the needs of 
the various states may beai* no relation whatever to their fiscal capacity. 
Some very poor state which has some peculiar problems reijuiring large 
expenditures in the national interest may find it impossible to deal with 
its problems adequately on account of its low taxable capacity. 

Population Base. Another allocation factor which is us(^d frequently 
is that of population. In a rough way, of course, this takes account of 
need but there are a great many factors which >vill alter the per capita 
need. These may be a generally low economic status of the population 
requiring a large amount of governmental assistance. 

Variations of the population measure have been introduced in par¬ 
ticular federal grants. For instance, the grant may be measured by that 
part of the population using the service for which the grant is made. 
A few examples of such variations of the population measure may be 
mentioned. The grants for agriculture, ediK^ation, and reseaiiih are based 
on rural population. The grants for voc'ational education make use of 
three factors—rural, urban, and total population. Tlie introduction of 
auxiliary factors is used in some instances. Highway grants make use 
of three factors: population, area, and post-road mileage, all equally 
weighted. The highway program developed under the Federal Aid High¬ 
way Act of 1944 provided for the use of rural population as the allocating 
factor in distributing funds for secondary or feeder roads and for urban 
population as the base for road grants in urban areas. 

Expenditures Base. The Social Security Act provides for the use of 
expenditures as a method of determining the amount of federal grants. 
The distribution of funds to the states is based on the amount of state 
and local expenditures for the services covered by the Act. There is a 
limitation, however, in that the federal grant is limited to a percentage 
of a fixed maximum payment per person. Before the amendments of 1946 
the federal government would pay 50 per cent of expenditures but would 
not exceed $20 monthly to the aged and blind and $9 monthly for one 
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dependent child and $6 monthly for each additional dependent child. 
Amendments were made to these provisions in 1946. These amendments 
increased the $20 maximum to $25 and the $9 and $6 figures to $13.50 
and $9 respectively, for the period October 1, 1946 through December, 
1947. The federal share was also increased from 50 per cent to a varying 
percentage. The government would pay 66% per cent of the first $15 of 
monthly payments to the aged and blind and 50 per cent of the remainder 
up to the maximum specified. The same type of provision applied in the 
case of aid for a dependent child. 

The expenditures base has many of the characteristics of the matching 
base in that the government merely meets a certain percentage of the 
amount spent. In a sense, therefore, the federal government is matching 
the state payments in a certain ratio. The expenditures base takes ac¬ 
count of need only in so far as the state expenditures may be assumed 
to be responsive to need. But this base is really quite inadequate because 
many states have the need without the capacity. Therefore the expendi¬ 
tures for these purposes will not truly reflect the needs. In some stales 
the old age assistance payments have averaged approximately $5 per 
month compared with the maximum grants of $20 per month which 
were permitted under the old law. In cases of states which make pay¬ 
ments larger than the maximum which the federal government will con¬ 
tribute, the state bears the additional burden by itself. In this way ther e 
is some correction for the fiscal capacity in that the wealthier states may 
look after their own needs entirely by themselves, after a certain level of 
payments is reached. Nevertheless the poorer states may not be able to 
raise their levels of public assistance to approach that of the wealthii^r 
states under the prevaihng expenditures base for payments. In the fiscal 
year 1945 the statistics showed that the twelve states which had the 
lowest per capita income had 21 per cent of the population and received 
only 15 per cent of the total amount granted by the federal government 
for public assistance. 

Fiscal Capacity Base. Fiscal capacity is neglected except in a very 
incidental’way in federal allocation bases. Two of the grants established 
under the original Social Security Act provided for full recognition of 
variation in fiscal capacity. These grants were for public health and for 
maternal and child health. The Act provided that the grants for public 
health would be distributed at the discretion of the Surgeon General with 
consideration to the needs of the population, special health problems, and 
relative financial needs of the states. In interpreting this formula the pro¬ 
cedure largely has been to distribute the funds in inverse relation to per 
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capita income. The grants made for maternal and child health are in 
three parts: (1) A uniform lump sum per state, (2) an amount distributed 
according to the number of live births, and (3) an amount distributed on 
the basis of financial need. Nearly a third of the total appropriation of 
1935 for this particular purpose was on the basis of financial need. Grants 
for these purposes are relatively unimportant and in the entire federal 
grant structure there is relatively little explicit recognition of the vari¬ 
ations in fiscal capacity among the states. 

The amendments to the Social Security Act which took place in 1946 
provided for fiscal need as one of the factors to be taken into account in 
the distribution of federal grants. Under the Act the federal share was 
increased from 50 per cent to 66% per cent of the first $15 of monthly 
payments to the aged and blind and 50 per cent of the remainder up to a 
maximum of $25. Aid to dependent children was treated similarly. In this 
way the poorer states were given substantial recognition. 

Grants for hospitals, highways, and construction take account of 
fiscal capacity under the Act. Population is weighted by per capita in¬ 
come. In the case of national school lunch grants, school population 
(children from 5 to 17 years old) is also weighted by per capita income. 
An additional provision in the case of the school lunch grants is very 
interesting. Those states whose per capita income is less than the per 
capita income of the United States as a whole do not have to match the 
federal grants fully. The matching requirement is decreased by the per¬ 
centage which the state per capita income is below the per capita income 
of the United States as a whole. In this way the matching requirement is 
modified to take account of fiscal capacity. 

Choice Between Lump-sum and Specific Grants 

Federal grants in the United States have been for specific purposes. 
The underlying theory has been that the federal government has wished 
to stimulate certain services or activities on the part of the states. It has 
used the device of offering to contribute all or part of the money in order 
to insure the performance of those services. Professor Maxwell favors 
conditional grants on a variable-ratio basis, the variation being according 
to per capita income payments, with a limitation on the range of possible 
ratios.^ 

This system of grants may be criticized on the grounds that it inter- 


^ J. A. Maxwell, The Fiscal Impact of Federalism in Vie United States^ Chapter 17 
(Cambridge, Mass.: Harvard University Press, 1946). 
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feres with the right of the state to decide by itself what service it shall 
perform. The receipt of the federal grant does of course relieve the state 
of the necessity of providing funds from other sources. To that extent it 
may be thought that the federal grant does provide general fiscal relief 
for the states. Federal grants may, however, stimulate a service which 
would not otherwise have been performed and for which money would 
not otherwise have been raised by the states. To that extent the federal 
government is channeling state expenditures in directions which they 
would not have taken. We can assume that in most cases that channeling 
is in the interests of the state as well as the nation. Nevertheless it is not 
difficult to conceive of peculiar conditions in some states where some 
other form of expenditure may have been much more beneficial both to 
the state and to the nation. The lump-sum grant would, of course, solve 
this problem by providing general relief to the states. The states could 
use the funds for whatever purposes they desired. Such grants have been 
used in Australia, Canada, and England, 

British Block Grants, Under the Local Government Act of 1929 
block grants were provided for the general adjustment of national and 
local revenues and in particular for the reduction of the local property 
tax burden in Great Britain.® The national government derives its reve¬ 
nues largely from the taxation of incomes and inheritances and the plan 
of the Act was to distribute such funds to the local governmental units. 
Provision was made for the exemption of agricultural lands and the re¬ 
duction of the property tax rate upon industrial and railroad property. 
A lump-sum grant was to be distributed according to needs and reserves. 
The basic factor was population which was to be weighted by: (1) Num¬ 
ber of children under five years of age, (2) rateable value per capita, 
(3) proportion of unemployment, and (4) sparsity of population in re¬ 
lation to road mileage. 

The Act provided for a transition period during which the localities 
would receive not less than the amount of revenue received under the 
old system. 

Federal-State Grants in Australia. A far-reaching system of grants 
by the central to the state governments has been adopted in Australia. 
Here we have a major example of lump-sum grants combined with the 
integration of tax powers through a uniform income tax plan. Under this 
plan the federal government took over all income taxation and reimburses 
the states through grants. This step was taken during the war when the 


* See Shere, op. cU,^ pp. 86-87. 
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need for heavy federal taxation became evident. At the time, in 1942, 
there was a great diversity of rates in the various states. The imposition 
of a heavy federal tax would have aggravated the inequality which existed 
from state to state. The imposition of varying federal taxes to fit into 
state tax structures would have been discriminatory and therefore un¬ 
constitutional. This procedure was adopted as a permanent plan in 1946. 
The major change in principle between the war and the postwar plan is 
that the grants under the former were based on the amounts previously 
collected by the states whereas the new plan looks forward to distribu¬ 
tion on an adjusted population basis.^ 

The federal government has traditionally given regular unconditional 
grants to all six state units. In addition to these grants, special supple¬ 
mentary amounts went to three so-called ^‘marginal” states but not on 
any consistent principle. In 1933 the Commonwealth Grants Commission 
was appointed to pass on applications for special grants. The principle on 
which the grants are made is interesting. The Commission has stated that 
“Special grants are justified when a state through financial stress from 
any cause is unable efficiently to discharge its functions as a member of 
the federation and should be determined by the amount of help found 
necessary to make it possible for that state by reasonable effort to func¬ 
tion at a standard not appreciably below that of other states.”^® In 
applying this principle the Commission makes a thoroughgoing exami¬ 
nation of each applicant’s budget, using as a guide the record of the 
financially better-situated states. Expansion of revenues and curtailment 
of expenditures have therefore resulted. 

Federal-Provincial Grants in Canada. Canada has taken an im¬ 
portant step in federal grants as a result of tax centralization. The situ¬ 
ation is comparable in many ways to that in Australia. Since Confeder¬ 
ation in 1867 it has been customary for the federal government to pay 
unconditional subsidies to various provincial governments, particularly 
western provinces, but no consistent policy was followed. Numerous com¬ 
missions have studied the problem. In 1940 the celebrated Royal Com¬ 
mission on Dominion-Provincial Relations, which had been appointed in 
1937, recommended that the federal government take over all personal 
income, corporation, and inheritance taxes, and that it also assume the 
provincial debt. A new system of unconditional grants was to be used 

® See James A. Maxwell, “Recent Intergovernmental Fiscal Relations in Australia 
and Canada,” The Bulletin of the National Tax Association, Yol. 32, No. 5 (February, 
1947), pp. 139-41. 

Maxwell, op. cii.<, p. 139. 
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along lines comparable to the Australian. These proposals were never 
fully adopted because of the opposition of a number of the provinces. 

During the war the federal government did actually take over per¬ 
sonal and corporate income taxation and the provinces were offered their 
choice of either (a) the revenues actually collected from these sources in 
1940 or (b) the net cost of debt services in 1940 (less the revenue from 
succession duties) plus a subsidy based on fiscal need. All of the provinces 
accepted one or the other of these two options. Since the war, after some 
discussion and considerable disagreement among the provinces, the plan 
in effect calls for negotiation with individual provinces. Five-year agree¬ 
ments would be made under which the province would levy no personal 
income tax but would levy a 5 per cent federally collected tax on net 
corporate income. Any succession duties levied would be charged against 
subsidies received. The subsidies were to be substantially those previously 
agreed to. Most of the provinces were expected to enter into agreements 
along these lines with the federal government. Ontario, because of its 
relatively greater wealth and income, and Quebec, because of its cultural 
independence, were expected to remain outside these agreements.^^ 

Evaluation of Lump-sum Grants. The decision as to whether 
lump-sum or special grants should be employed is largely in the field of 
political science. The questions involved are those of states’ control over 
their own expenditures and the dc^gree to which the federal government 
has the right to specify the way in which the loc^al units spent the money 
granted by the federal government. If a lump-sum grant is used, there is 
no tellii^g what purpose it may serve. If the lump-sum grant is to be 
distributed on the basis of needs and capacities, a very coniplkiated 
formula may be necessary. A few examples have been indicated above. 
If the grants are made for specific purposes the formula is much more 
simple and the same over-all result may be achieved. For instance, if the 
grants are for rural roads, rural population may be used. If the grants 
are for school lunches, school population may be used. In this way the 
specific grants may be determined in a direct fashion. If an over-all grant 
were to be given it would be difficult to decide on an equitable weighted 
formula. In neither Canada nor Australia nor Great Britain did lump¬ 
sum grants replace all other grants. In Canada and Australia the lump¬ 
sum grant merely reimbursed the provinces or states for the loss of 
revenue from the income tax. In England the block grant took the place 

See James A. Maxwell, op. ciL, pp. 141-42, and Recent Developments in Dominion-^ 
Provincial Fiscal Relations in Canada (New York: National Bureau of Economic 
Research, Occasional Paper 25, March, 1948). 
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of a large number of grants but the total of these was only a small part 
of the whole. Grants made for specific purposes such as schools, police, 
housing, and part of the road grants account for between 80 and 90 per 
cent of the revenue distributed by the central government in 1928-29.^- 

A compromise proposal has been that grants be made for broad 
categories of services rather than for general fiscal purposes on the one 
hand or for fiscal functions on the other. Instead of specifying some par¬ 
ticular public health activity the grant may be for public health as a 
whole. The same is true of grants for public assistance, education, and 
so on. This offers some of the advantages of specific grants without losing 
all of the advantages of lump-sum grants. But, as pointed out above, the 
basic question is not to be solved in the field of economics. It is a matter 
of state independence and states’ rights. If we leave aside such issues, 
there can be no doubt that the attainment of certain minimum standards 
throughout the nation with respect to public assistance for health, etc., 
demand specific rather than lump-sum unconditional grants. 

Federal-State Tax Coordination 

The prevalence of conflicting and overlapping federal, state, and local 
tax structures has become an important subject of students of govern¬ 
ment finance. State governments have also shown their concern in the 
matter from time to time. Many state legislatures, for instance, have 
adopted resolutions calling for a constitutional limitation on federal in¬ 
come and inheritance taxes. The view has been well expressed by RoUin 
Browne, formerly president of the New York State Tax Commission. 
He said, “The national government has long had supreme power in 
almost every field of taxation. The danger is that this power is now being 
used to such an extent as to threaten the financial, and therefore the 
political, independence of the states and their local communities. 
Browne goes on to say, “No government can survive unless it has the 
sovereign and independent power to raise adequate revenues to support 
its functions. Therefore, if we want to preserve local control and responsi¬ 
bility over local affairs, we must protect the taxing powers of the states 
against undue encroachments by Washington.” 

Critics of the federal government have pointed to the large variety 
of taxes which it has imposed on bases which are suitable for taxation 
by state and local governments. Among the many that may be mentioned 

See Shere, op, cU., p. 87. 

'•Rollin Browne, “Postwar Taxes: Federal State Tax Coordination,’’ Bulletin of 
the National Tax Association, VoL 30, No. 8 (May, 1945), p. 226. 
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are the gasoline tax, taxes on amusements and admissions, the stock 
transfer tax, and inheritance taxes, to mention only the major examples. 
For instance, there may be a local sales tax and a state tax on top of 
numerous federal excises. The last, of course, cannot be called a sales tax 
in the strict sense but they do have the same fiscal effects on the states’ 
tax potentialities. The federal luxury taxes when stated separately and 
passed on to the consumer are like any ordinary retail sales tax. Another 
complication is the fact that there has been a growing amount of tax- 
exempt property arising from real property either owned by the govern¬ 
ment or owned by corporations created by the government. All in all, 
the effect has been that the national government has made it extremely 
difficult for state and local governments to derive adequate revenues 
without adding to an already heavy burden of federal taxes. 

Aims of a Coordination Program 

Before working out a coordinated program it is necessary to state 
simply what the purpose of such a program is. The purpose may be said 
to be the removal of the present confusion which exists in federal, state, 
and lo(;al taxation. More positively and constructively, we may outline 
the following three aims: (1) To assign to each level of government definite 
sources of tax revenues. These sources should not be such as to involve 
overlapping among the various levels of government. I’hey should not 
permit one level of government to interfere wilh the collection of revenue 
by another nor should they permit one level of government to determine 
the magnitude of the tax imposed by any other. (2) To protect taxpayers 
from the necessity of filing duplicatory and overlapping tax returns and 
from the danger of being required to pay multiple taxes on one source of 
income or one type of property. (3) To protect the economy from the 
danger of discriminating excessively against any particular type of eco¬ 
nomic activity and thus curtailing or disrupting that activity. These aims 
point to either a division of tax sources or a joint collection of taxes. 

Principles of Federal-State Tax Coordination 

In setting up any tax program, due regard must be given to the 
principles of taxation. These were discussed in Chapter 7. Of course these 
principles cannot be adhered to in all cases. It is sometimes necessary to 
effect some compromise because the tax principles may not be capable of 
simultaneous achievement. When it comes to federal-state tax coordi¬ 
nation there are some special points that must be observed. The following 
may perhaps be suggested as warranting special emphasis: 
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1. Administrative Efficiency. Certain types of taxes are most 
adaptable to state or local collection. Other taxes, particularly where 
there are inlerstale questions involved, are collected most readily by the 
federal government. Since it is always desirable to keep the cost of 
administration down to a minimum, provided that enforcement and 
equity are not sacrificed, it must be evident that this principle should 
be followed as far as possible. 

2. Economic Incentives. In the division of tax powers the state 
should be allowed a sufficient variety so that it need not impose any tax 
which is particularly unadaptable to its own economy. This is not quite 
the same thing as saying that the cost of collection should be low. The 
cost of collecting a sales tax in Rhode Island may perhaps be very low, 
but it may be true that the economy of Rhode Island is such that the 
imposition of a sales tax would have serious detrimental effects. This is 
just a hypothetical possibility and is used merely to illustrate the dis¬ 
tinction between the first principle mentioned above and the principle 
being discussed here. 

3. Minimum Interference with Interstate Commerce. In set¬ 
ting up the division of tax powers due regard must be given to the fact 
that each state, apparently pursuing its own advantage, may find it 
desirable to set up taxes which are undesirable from the national point of 
view. Tliis is particularly true where interference with interstate com¬ 
merce arises. According to the principles of interregional trade, the 
economy of the country as a whole may suffer if the free flow of goods 
and services throughout the country is interfered with. 

It should be emphasized that the above principles are those which 
should be followed in the early stages when decisions are being made on 
the division of taxing powers. After the division is actually made the 
problem of the exact nature of the rate structure for each type of tax is 
still to be determined. With respect to that, the ordinary principles of 
equity, ability-to-pay, etc., should be applied. 

A Coordinated Tax Structure 

A major barrier to any substantial progress in the direction of federal- 
state tax coordination lies in the wide fiscal differences which exist from 
one state to another. One state may have an income tax, another a sales 
tax, another neither. Any suggestion to provide uniformity would be re¬ 
jected on constitutional if not other grounds. The individual states are 
not free from responsibility in the present confusion regarding federal 
and state taxation. State income taxes result in a great many difficulties, 
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particularly concerning interstate allocation of income. The taxation of 
the income of nonresidents is an added complication. Multiple taxation 
of property, especially intangible property such as stocks and bonds, is 
rampant. Similar confusion exists in connection with trust funds and 
estates. The various interstate tax barriers which have been built up— 
undoubtedly for very sound fiscal or equitable reasons—do not ease the 
problems of tax coordination. Some progress has been made in removing 
this interstate confusion, particularly through the adoption of uniform 
laws, auditing arrangements, and similar devices. But there is no doubt 
that a more thoroughgoing improvement would be necessary before large- 
scale tax coordination could be acihieved. In spite of these difficulties it 
seems useful to consider the possibilities of setting up a coordinated fiscal 
system. 

Individual Income Taxes. Individual income taxes constitute the 
largest single source of federal revenue. In the fiscal years 1941-45 these 
taxes constituted an average of 36.2 per cent of total receipts.It is 
sometimes suggested that the individual income tax be taken over by 
the federal government completely and that no state be permitted to 
impose this type of levy.^® Before deciding finally on the merits of this 
particular proposal it is desirable to consider the various alternative possi¬ 
bilities. It is impossible to make a decision regarding a particular tax 
source merely by considering that source alone unless of course very 
drastic effects harmful to one or the other level of government may be 
noted immediately. At this stage of our analysis it is possible only to 
indicate the major advantages and disadvantages of the suggestion that 
the federal government take over completely the function of imposing 
taxes on individual incomes. 

The fact that the federal government depends so In^avily on this tax 
is, in itself, an argument in favor of allowing the government to retain it. 
Moreover, there can be no doubt that individual income taxes are rela¬ 
tively difficult to administer on a sf ate-wide basis because of t he problems 
of allocation of income. Another argument in favor of this particular 
allocation of revenue sources is that the proper administration of an 
individual income tax requires a great amount of attention to details 
such as the issuance of rules and regulations and various other adminis¬ 
trative matters. When the tax rates are high it seems worthwhile to use 
this type of tax. In the case of state taxation the rates would be rela¬ 
tively low and it is hardly worth while for each state to develop a body 

“ \iiiuial Report of the Secretary of the Treasury, 1945,” p, 15. 

See Browne, op. ctu, p. 227. 
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of legal doctrine and interpretation appropriate to its own taxpayers. 
It is not likely that interstate cooperation would be carried to the point 
where much of the inevitable duplication would be eliminated. 

A final argument which is sometimes proposed in favor of this allo¬ 
cation is that the states do not really have independent control over 
their individual income taxes. At the present time the federal internal 
revenue authorities permit individuals to deduct state and local income 
taxes paid. In view of the high federal rates any modification of this 
privilege might result in a very serious burden on the taxpayer amounting 
in some cases to confiscation. Thus the states which levy income taxes 
could be put in a very embarrassing position by federal action. Since the 
states do not have independent control of the income tax, they may as 
well give up this particular tax to the federal government entirely. 

The device of giving credit for state taxes paid (perhaps up to a 
certain specified limit) may be used to acliieve uniformity on a volun¬ 
tary basis. For instance, the federal government may credit state income 
taxes paid against the federal tax liability. At present the state tax paid 
is merely a deduction so that the federal tax saved is only a fraction of 
the state tax paid. An example may be used to emphasize the importance 
of the difference. 

Example: Suppose a taxpayer is in a 30 per cent federal income tax bracket and 
has paid $100 in state income taxes. Assume that the total federal tax liability would 
be $1500 if state income taxes were not deductible in any sense. 

Present Practice: According to present practice the $100 paid as state income 
tax would be a deduction in arriving at taxable net income. Assuming that there is 
no change in the bracket the saving to the taxpayer would be 30 per cent of $100 or 
$30, leaving him with a Federal tax liability of $1470. 

Proposed Practice: The proposal is to deduct the $100 directly from the $1500 
Federal tax liability, thus leaving the latter at $1400. 

The effect of the proposed method would be for all states to enact 
income tax laws since the taxpayer loses nothing thereby as long as the 
rates are below the federal. A reasonable limit would have to be set on 
the direct deductibility of state income taxes to avoid abuses. This would 
enable the states to give up other taxes, especially those which interfere 
with the freedom of interstate commerce. Professor Groves has also advo¬ 
cated the use of the income tax for state and local purposes. His reasoning 
is that these units may thereby reach income-earning assets other than 
tangible property.^® Professor Maxwell, on the other hand, favors the 

See Harold M. Groves, Trouble Spots in Taxation^ Chapter 4 (Princeton: Prince¬ 
ton University Press, 1948). 
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transfer of the income tax to the federal government as part of a larger 
plan of federal-state readjustment.^^ 

Corporate Income Taxation. In proposals for federal-state tax 
cooperation, the suggestion is sometimes made that corporate income 
taxation should be left entirely to the states.^^ The states which have 
tried corporate income taxes naturally would like to keep them because 
of their high yield and relatively minor political effects. The federal 
government obtained a large portion of its revenue from this source 
during the war years. From fiscal 1941 to 1945, fully 34.2 per cent of all 
internal revenue receipts came from this source.^^ Since this ineJudes ex¬ 
cess profits taxes which were repealed after the war, the percentage is 
certain to remain much lower than this hereafter. The federal govern¬ 
ment could therefore conceivably give up this particular revenue source 
without drastic consequences. 

The corporation income tax is, however, one of those taxes which 
states do find it difficult to administer. It has forced the staters to adopt 
extremely complicated allocation formulas. The result of the apt)lication 
of such formulas is never entirely satisfactory because the problem of 
deciding just in which state any particular item of iiK^ome arose is basi¬ 
cally insoluble. The corporation income taxes which the stales levy at IIkj 
present time do not have any very important effects on the location of 
business firms but they do constitute nuisances in business operations. 

Inheritance Taxes. Inheritance taxes do not form any large part of 
federal revenue and from that point of view this particular source could 
be allocated to the state governments. The tax is readily adaptable to 
state taxation with the exception that difficulties arise when an indi¬ 
vidual has spent a substantial amount of time in more than one state. 
The question of domicile is a very difficult one legally in some instanc(^s. 
This problem would be an argument in favor of federal taxation. An 
alternative, though, would be a greater amount of interstate cooperation 
and the adoption of uniform laws. Should such improvements be made, 
the inheritance tax would be a likely candidate for transfer to the states. 

The prevailing practice concerning inheritance taxes constitutes an 
agreeable sign of improvement in federal-state revenue relationships. 
Here the federal government gives credit for state taxes paid up to 80 
per cent of the federal basic tax to avoid double taxation. In the case 

J. A. Maxwell, The Fiscal Impact of Federalism in the United Stales, Chapter 13, 
especially pp. 290-94 (Cambridge, Mass.; Harvard University Press, 1946). 

^*See Browne, N.T»A, Bulletin (May, 1945), p. 227. 

“Annual Report of the Secretary of the Treasury, 1945,” p. 15. 
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of unernployment compensation, a somewhat similar arrangement is 
made. The tax is nominally a federal one but credit is given for the pay¬ 
ment to the state. An extension of this type of arrangement to other taxes 
will go far to improving the present uneconomic and irritating situation. 

Sales and Use Taxes. The decision as to where to allocate the sales 
tax is a very difficult one to make. There might seem to be no difficulty 
in allocating a retail sales tax to state or local units. Serious complica¬ 
tions arise, however, where differences exist in the taxes between one 
area and another. There is always a danger of loss to the community 
with the higher tax or, to put it in broader terms, there is always danger 
of an uneconomic reallocation of resources. Tlie adoption of compensa¬ 
tory use taxes, however, gn^atly reduces the likelihood of undesirable 
economic effects. The use tax is not a discriminatory tax but rather a 
device for avoiding discrimination against domestic sales. It is thus a 
necessary complement to a sales tax in a restricted jurisdiction. 

The apparent necessity of the adoption of use taxes where sales taxes 
are imposed on a state or locjil basis may perhaps lx? considered as strong 
an argument as is needed against allowing the states to monopolize this 
field. A federal sales tax would not result in the complications discussed 
above. Of course a great many federal excise taxes exist but most of 
them are imposed at other than the consumer level. The closest to a 
federal sales tax at the moment would be the luxury tax which, although 
nominally on the retailer, is added to the consumer bill as a separate item 
in most cases. Although, as indicated previously, the final decision must 
depend on a detailed analysis of the productiveness of the respective 
taxes and the extent to which they adhere to desirable principles, the 
indi(‘.ations are that the sales tax can best be handled by the federal 
government. 

Admissions Taxes. Admissions and entertainment taxes are almost 
ideally suited for state and local administration. The items taxed are not 
likely to move from one taxing jurisdiction to another merely on account 
of the tax. The differential levy would have to be very large before any 
significant economic effect would be shown. Thus the main reason why 
this particular levy is adaptable to state or local administration is the 
fact that there are no questions of interstate commerce or of allocation 
of income involved. The item taxed is a service and the service is rendered 
on the spot. 

Motor Vehicle Taxes. The tax on gasoline and other motor fuel is 
relatively well adapted to state control. The amount of gasoline which 
an individual buys at any one time is not large enough generally to make 
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it worth his while to try to evade the tax by going to another jurisdiction. 
In any case there is no assurance that there would be any marked differ¬ 
ences in tax rates sufficient to prompt any attempt to evade the tax in 
any one state. There is little to be said against the transfer of such taxes 
to the states. 

Goveriimental Tax Exemption. The immunity of federal agencies 
and property from state and local taxation introduces many complica¬ 
tions, particularly at the local level. In many instances, in view of the 
straitened circumstances in which the community has found itself, the 
federal agency has given a lump-sum payment to the community in lieu 
of taxes. It would be far more equitable and less open to individual 
caprice to make federal property fully taxable for local purposes. There 
are, of course, serious constitutional problems involved here, but the 
desirability of the change seems indicated. 

The same treatment should be accorded the exemption of state and 
local bond interest from federal income taxation. The use of this ex¬ 
emption for, shall we say, “avoidance” of income taxation is well estab¬ 
lished. The wisdom of the provision against taxation of fedtjral, state, or 
local property or bond interest is manifest when one considers the possi¬ 
bility that the federal government could seriously interfere with the ac¬ 
tivities of state and local governments by exccwssive taxation of the latter’s 
bonds. Any constitutional amendments should include safeguards to pre¬ 
vent the use of taxing powers for such purposes. The problem is by no 
means simple and the more one studies it the greater the apparent merit 
of the exemption provisions which now exist even thougli abuses hav(^ 
developed. 

Liinitation of Federal Taxes. One proposal which must be con¬ 
sidered in this context is that which calls for a constitutional amendment 
limiting federal income, estate, and gift taxes. The movement in this 
direction began ncfir the end of the decade of the ’30’s. It was originally 
sponsored by the American Tax Payers Association and later received 
the support of many organizations, including the INational Association 
of Real Estate Boards and the Committee for Constitutional Govern¬ 
ment. By the end of 1946 more than a third of the state legislatures had 
passed a resolution petitioning Congress to take action on the amend¬ 
ment. During the prosperous war years the pressure in favor of the 
amendment was relaxed but the issue did not die.^® 

Sec J. O. McClintic, “The Proposal to Limit Federal Tnooine, Estate and Gift 
Taxes by Means of a Constitutional Amendment,*’ Bulletin of the National Tax 
Association, Vol. 32, No. 3 (December, 1946), pp. 73-81. 
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This would hardly be an improvement on the prevailing tax confusion 
and would not constitute coordination in any real sense. There would 
still be federal and state income and inheritance taxes, so that the compli¬ 
cations which faced the tax payer would be, qualitatively, the same as 
ever. The duplication in administration and the various inequities which 
result from multiple taxation would still remain. The states would, of 
course, have opened up for them a great source of additional revenue if 
the federal government were actually limited to tax rates of 25 per cent 
on these bases. It is not likely, however, that they would drop the other 
types of tax such as gasoline and sales taxes. The federal government 
would have to expand in those directions and that would mean that 
the overlapping and confusion would be increased in one set of taxes even 
though it is not substantially reduced in the other. Certainly from the 
point of view of the problems of coordination there does not seem to be 
anything to be said for the proposed constitutional amendment. 

Centralized Collection. Even if the various taxes are allocated to 
the respective levels of government without any overlapping, there would 
be a considerable amount of efficiency involved in centralized collection. 
For instance, even if the states alone handle sales taxes, it may be de¬ 
sirable to have a single agency to collect the tax for all the states, turning 
the proceeds over to the respective states. The federal government is the 
logical administrative device for this purpose. If it should happen that 
complete separation of taxing powers is not achieved and overlapping 
does remain, then there is all the more reason for centralized collection. 

Objections are voiced very loudly against centralized collection, how¬ 
ever, by those who fear this as a step in the loss of the states’ rights. 
There can be no doubt that the danger exists. Nevertheless it should not 
be difficult to set up a collection agency which does not carry with it 
such unfavorable consequenct^s. There cannot be the slightest doubt that 
a great reduction in cost of administration w ould occur. The employer is 
now a collecting agent for the government with respect to the social 
security tax and the income tax. No one claims that the employer ob¬ 
tains any power thereby. As long as the act of collection does not mean 
that the collecting agent is actually entitled to the total amount received 
and that he decides who shall get the proceeds and how much each 
recipient should get, there seems to be no really sound basis for objecting 
to this purely administrative improvement. 

Concentration of Tax Levy and Collection in the Federal Gov¬ 
ernment. It is conceivable that all taxes could be levied and collected 
by the Federal Government. The Federal Government would then dis- 
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tribute its receipts to the various state governments (who presumably 
would then distribute part to the local governments) on some basis of 
need or source or a combination of these. A step like that docis actually 
mean a substantial loss of financial power by the slater themselves. If 
the step were taken merely by mutual agreement the states could of 
course withdraw if their loss of power became actual. If the change were 
made by constitutional amendment then the states would not have any 
easy remedy except another constitutional amendment. Putting the re¬ 
form into effect this way would be a very serious step to take. 

State-Local Fiscal Cooperation 

The confusion in federal-state relations is reflected to some extent at 
the state-local level. The duplication in administrative costs in such cases 
is an economic waste and the nuisance to the taxpayer may exceed the 
benefits derived from the tax revenues. Moreover, there is the problem of 
fiscal incapacity on the part of many local governments, particnilarly cities. 

Financial assistance from other governments represents the major 
single source of funds for cities next to the property tax. Such assistance 
takes two forms: grants-in-aid and shared taxes. The Bureau of the 
Census defines the shared state tax as “a specific state-imposed tax 
shared with local governments in proportion to the amount of tax col¬ 
lected or produced in each local unit.’" The grant-in-aid is defined as 
“an amount other than a receipt from a shared tax received by the cities 
from another civil division—as the federal government or the state— to 
aid in the support of a specified function or for purposes in general.” 

According to these definitions the shared tax is distributed according 
to source of the revenue while the grant-in-aid is distributi^d according to 
need. There is a third type which may perhaps be referred to as a “grant- 
shared” tax. A certain proportion of the state-collected tax is distributed 
to municipalities (as in the case of shared taxes) but the distribution is 
according to need (as in the case of grants-in-aid). The sales tax in 
Michigan is of this sort: one-sixth of the sales tax is distributed on a 
population basis and one-sixth on a school census basis. The details of 
this plan are discussed more fully below.^^ 

Extent of State Aid 

In recent years some signs of state liberality have been manifest. 
Minnesota increased its state aid 130 per cent in a ten-year period. Most 

See Robert S. Ford, “Michigan Splits the Sales Tax,” Bulletin of the National 
Tax Association (December, 1946), pp, 65-72, 
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of the other states have had a similar experience. On the average, states 
granted over 42 pc^r cent of their revenue receipts to municipalities. Some 
of the funds were provided by the federal government. Among the highest 
states were Wisconsin with 67.6 per cent of state revenues distributed to 
local units in 1943, Colorado with 62.1 per cent, New York with 61.4 per 
cent, Massachusetts with 60.1 per cent, Indiana with 55.8 per cent, North 
Carolina with 53.1 per cent, and Ohio with 52.2 per cent. States lower 
dowm the scale include Minnesota with 48.3 per cent, New Jersey with 
46.5 per cent, Michigan w ith 43.0 per cent, Iowa with 38.5 per cent, and 
Illinois with 32.4 per cent.-^ An indication of the relative importance of 
aids from other governments may be obtained from the fact that in 
1943 this item stood at $362,240,000 for all cities over 100,000, which is 
approximately one-fourth the size of property tax revenues, which were 

$1,381,039,000.23 

States vary widely in the extent to which their cities’ revenue comes 
from aids from other governments. Colorado shows the highest percent¬ 
age of city revenue from aids, 34.1 per cent. North Dalcota shows the 
smallest, 0.3 per cent. Massachusetts and New York show the largest 
per capita aid, $16.10 and $16.08, respectively. The lowest per capita 
figures are in North Dakota, $0.03.2^ The Moore Plan recently adopted 
in New York provides for fixed payments to municipalities based on 
population, the annual per capita payment to be $6.75 to cities, $3.55 to 
towns, and $3.00 to villages. 

Table 47 indicates how important aid from other governments is in 
some cities. 


Michigan’s Sharing of the Sales Tax 

A recent example of a state-aid program may be considered in detail. 
As a result of a vigorous campaign on the part of the mayors in Michigan, 
an amendment to the state constitution was adopted to provide for one- 
sixth of the state sales tax to be earmarked for the schools and another 
sixth for cities, towns, and villages. In 1944 a constitutional amendment 
requiring an allocation of one-third of the sales tax to local units was 
sponsored by certain municipalities and real estate boards but was op¬ 
posed by the Michigan Educational Association. 2 ^ 


*2 Harold L. Henderson, “Slate Aids as a Possible Revenue Source for Cities,* ** 
Bulletin of the National Tax Association (November, 1946), p. 44. 

** Hillhoiise and Magelssen, op. ci7., p. 7. 

Ibid,, p. 162. 

** Blakey and Blakey, op. ciL, p. 27, n. 51. 
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Table U7 

Cities Which Obtained a High Percentage of Total 
Revenue as Aid from Other Governments in 1942* 


City 

Percentage of Total Beoenue 

Kokomo (Ind.). 

69.9 

Canton (Ohio). 

58.3 

Superior (Wis.). 

46.9 

Appleton (Wis.). 

46 2 

Denver (Colo.). 

44.6 

La Crosse (Wis.). 

41.4 

Eau Claire (Wis.). 

40.9 

Zanesville (Ohio). 

40.6 

New Redford (Mass.). . . 

38.3 

Fall River (Mass.) . 

37.7 

West Allis (Wis.). 

37.2 

Wilmingloii (N. C.). 

Nc^wark (Ohio). 

36.8 

36.2 



* Adapted from Hillhouse and Magelsseii, op. cit., p. 2. (Based on U.S. 
Bureau of the Census, Cily Firuirices, 1942.) 


The chief provisions of the amendment splitting the sales tax have 
been summarized as follows:-® 

1. One-six'lh of the present 3 cent sales lax shall be returned to cities, villages, 
and townships on a county population basis. 

2. Another one-sixth (making a total of one-third or 1 cent of the sales tax) 
shall be apportioiKid to scdiool districts on tin? basis of the school (Census, which is the 
same method followed in distributing the primary scdiool interest fund. 

3. In addition, the amendment sets a minimum appropriation for the public 
schools through the proxdsion that the general fund appropriation for schf)ols in any 
year shall not be less than that percentage of sales tax collection in th(^ preceding 
year which (a) the general fund appropriation for public stdjools in the fiscal year 
1945-46 was of (b) sales tax revenues in the fiscal year 1941--45. 

This provision means that in any year the legislative appropriation from tlic 
state general fund for the public scdiools cannot be less than 42.64 per cent of sales 
tax collections in the preceding year. 

4. Thus, the state is compwjlled to give up one-third of the current yield of the 
sales tax plus 42.64 per cent of the yield in the prc^ceding year, which would amount 
to approximately 75 per cent of annual sales tax collections. 

This most recent case of tax sharing is extremely interesting as an 
illustration of some of the problems of municipal government and state- 

Robert S. Ford, “ Michigan Splits the Sales Tax,” Bulletin of the National Tax 
Association (December, 1946), p. 66. 
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local relations. The funds distributed are primarily for educational pur¬ 
poses and partly for general purposes. Approximately 60 per cent of the 
sales tax revenue is earmarked for education. By this measure education 
in Michigan is tied to the sales tax in an apparently dangerous way. If 
sales tax revenues drop off there will be a shortage of funds for distribu¬ 
tion to municipalities on account of education. Such grants are not, how¬ 
ever, limited to the sales tax source and the state’s freedom to use its 
funds for educational purposes is not actually curtailed by this measure. 

Although the municipalities cannot lose, and may gain, by this 
measure, the state’s financial problems are enhanced by the strictures 
imposed. The earmarking of so large a part as 75 per cent of the sales tax 
revenue for local use by the Constitution removes a large element of dis¬ 
cretion and control from the legislature. As Professor Ford points out,^^ 
Michigan’s Constitution already prohibits a graduated income tax or a 
classified property tax, sets an upper limit of 15 mills on the property 
tax rate, restricts the use of revenues from the automobile weight and 
gasoline taxes to highway purposes, and requires that at least 1 per cent 
of the aggregate annual payroll of the state service in the preceding year 
be appropriated for the Civil Service Commission. This means that, to a 
large extent, the state’s expenditures are determined not by changing 
needs or conditions but by the Constitution. The new sales tax split 
aggravates this situation further. 

In order to avoid a curtailment of essential services, the state would 
have to increase taxes, reduce aid and share taxes, or cut the cost of 
operation, presumably by returning some service, such as relief, to locali¬ 
ties or some combination of these alternatives. 

Evaluation of State Aid Program 

Increased state aid for local government has its justification in several 
factors. The financial plight of these units, particularly the cities, war¬ 
rants consideration from the governmental authority whose creatures 
they are. State limitations on property tax rates aggravate the situation 
and place an insuperable barrier on local efforts at a solution to the 
problem. Even in the absence of such limitations it is doubtful whether 
property owners should be asked to bear an even greater share of the 
municipal financial burden than they do at present. For reasons such as 
this, Hansen and Perloff favor “the absorption by the federal and state 
governments of a larger share of the evergrowing financial responsibilities 


Ford, op, ciL, p. 72. 
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of local communities. . . • Although the cities have benefited in¬ 
directly through school and county aid, it cannot be said that the states 
have ever treated the cities themselves with generosity.^® Nevertheless, 
state aids have undoubtedly saved many a municipality from financial 
insolvency. They have also enabled local units to expand or maintain 
necessary services. Included among these are social services, education, 
and highways. They have also helped reduce discrimination against the 
property owner.®® 

Threat to Local Self-government and Promotion of Extrava¬ 
gance. An important limitation to state aids lies in the threat to local 
self-government and the encouragement of wasteful expenditures. This 
is a potent argument for broadening local taxing powers as opposed to 
increasing local reliance on the state.®^ 

State aid strikes strongly at the principle of local self-government. 
The taxpayer, who pays federal, state, county, and city or town taxes, 
cannot relate his various tax bills to the services performed by the re¬ 
spective units of government. This ignorance regarding the source of local 
expenditures weakens the control wliich citizens have over their respective 
governments. On the part of the municipal officials there is a loss of re¬ 
sponsibility for the financial soundness of the municipality. This cannot 
fail to result in increased spending and even extravagance. There can be 
no doubt that state aid tends to perpetuate local inefficiency. Where aids 
are restricted to specified purposes there is the danger of feast and famine 
existing side by side. Nor can it be denied that diversification of local 
revenue will not take place as long as grants come freely from higher 
units of government. Increased state and federal control over the spend¬ 
ing of such money is a logical consequence. Yet this means that local 
government officials become little more than puppets and local self- 
determination is lost. 

Difificulties of Equitable Allocation. A serious objection to the 
enlargement of state aid lies in the virtual impossibility of effecting an 
equitable allocation of state aid. Some aids are distributed in inverse 
proportion to wealth or income but it is extremely difficult to obtain 
reliable local measures of such economic factors. Very often property tax 

2® Alvin H. Hansen and Harvey S. Perlolf, Slate and Local Finance in the Local 
Economy, p. 276 (New York: W. W. Norton and Company, 1944). 

See Harold L. Henderson, “State Aids as a Possible Revenue Source for Cities,” 
Bulletin of the National Tax Association (November, 1946), p. 43. 

*0 Henderson, op. ciL, p. 45. 

»iSee Paul Studenski, “How Will Cities Get the Money?”, National Municipal 
Review (January, 1946), p. 19. 
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assessments are used but the disparity in assessment procedure argues 
against this. The use of equalized assessment scarcely improves the situ¬ 
ation in view of the well-known inequities in equalization practices. State 
aid to a particular locality becomes a matter of special pressures or, to 
avoid such pressures, a matter of rigid formula by which state aid rains 
on the needy and affluent alike. 

Shared Taxes as a Coordination Device 

Some of the disadvantages of outright grants-in-aid may be elimi¬ 
nated by the device of shared taxes—but new problems are created 
thereby. In the case of shared taxes the tax law provides for distribu¬ 
tion to municipalities of a specified part, or all, of the revenues. The 
method of distribution may be based on the geographic origin of the 
revenue. This means, however, that ‘‘unto those that have shall be 
given.” The rich communities receive more than the poor ones. Since 
local needs of state funds are usually in inverse proportion to local wealth 
and income, pressures arise to share the taxes on some other basis. The 
result is that the shared taxes become, in effect, grants-in-aid. The aggre¬ 
gate amount of funds distributc^d may be specified as a certain part of 
the revenue derived from one or more taxes, but the amount given to 
each locality is determined by local need. 

Surcharges as a Coordination Device 

Another device that has many attractions is the surcharge on state 
taxes. Instead of imposing new taxes, the municipality merely receives 
an addition to one or more state taxes.®^ For instance, where a state in¬ 
come tax of 5 per cent exists, an additional 1 per cent tax may be im¬ 
posed and the revenue turned over to the municipality. The entire 6 per 
cent is collected by the state and the state’s revenue staff does all of the 
paper work required. 

The system of surcharges is different from that of shared taxes in 
that the surcharge would be local in nature. The muni(;ipality would re¬ 
quest the state to impose and collect the additional tax. Local option 
would prevail. Of course enabling legislation would be necessary. State 
authorities are likely to object to this system because the taxpaying 
public is certain to associate the tax with the state rather than the 
municipal government. The usual difficulties of evasion and avoidance 
connected with taxing a limited area also apply. On the other hand, 

** See John F. Sly, “Tax Supplements for Municipalities,” The Tax Review (Febru¬ 
ary, 1947), pp. 5-8. 
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administrative costs are kept to a minimum by the surcharge device. 
The state machinery for collection and auditing is already set up. The 
municipality does not have to bear the burden of creating a stall* and a 
body of law and opinion pertaining to its new revenue sources. 

Where the system of surcharges with local option is adopted, the 
state’s revenue staff must take on one added burden. That is the de¬ 
termination of whether and to what extent any particular taxpayer is 
subject to the local tax. An individual living outside the taxing munici¬ 
pality may, for instance, be required to pay the surcharge on that part 
of his income which he derives within the municipality. The state tax 
return form would have to provide this information or a short supple¬ 
mentary return would have to be submitted. This information would, 
of course, have to be sought even if the tax were entirely a local tax, 
locally administered. 

Centralization of Functions 

State aid may be considered to be a method of enabling a munici¬ 
pality to continue a function which would otherwise have to be taken 
over by the state for financial reasons. Some states have actually taken 
over or otherwise centralized typically local functions.®® Delaware now 
has almost complete financial and operating control of the state’s edu¬ 
cational system. North Carolina and Virginia run the local highway sys¬ 
tems. Pennsylvania and Illinois financed the entire relief program of the 
depression. Twenty-seven states have complete financial and operating 
control of old age assistance. Twenty-one states administer aid to de¬ 
pendent children in the same way. Other clianges in the same direction 
include: city-county consolidation, creation of metropolitan governments 
for special functions, transfer of such functions as parks, libraries, zoning, 
welfare, health to county governments; and state or county rather than 
city or town operation of various functions. 

Whether centralization is to be preferred to state aid depends on 
one’s attitude toward local self-government. Centralization has been 
justified on the grounds that “modern science has made it not only 
possible but necessary to operate with larger and broader units.”®^ Im¬ 
provements in the fields of transportation and communication are sug¬ 
gested in support of this view. It is claimed that “Students of this 
problem feel that local governmental independence has served its useful- 


See Henderson, op. ciL, p. 46. 
Ibid. 
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ness in many fields and is no longer compatible with modern economic 
facts. The non-economic advantages of municipal independence should 
not, however, be ignored. State and federal aid merely weaken local self- 
government—centralization of services destroys it. Broader grounds than 
those of efficiency and practicability must be advanced in support of so 
drastic a solution to the financial problems of municipalities. 

A closely related solution is that of shifting functions from one mu¬ 
nicipality to another—from a hard-pressed municipality to a more fortu¬ 
nate one. Since the lowest level of municipality, such as the city, seems 
to be in the most-straitened financial situation, the shift is usually to a 
higher level such as a county. This does not involve any appreciable 
degree of centralization and must therefore be evaluated according to 
the merits of the individual case. 

Centralized Control of Borrowing 

The possibility of centralized control of borrowing is not seriously 
under consideration in the United States at the present time. An inter¬ 
esting attempt to remove abuses of state borrowing and default, to reduce 
the disparity of interest rates and to improve the federal as well as the 
states’ credit, has been taken in Australia. In 1927 the federal govern¬ 
ment took over existing state debts and a Loan Council was established.®® 
The Loan Council was to handle all borrowing by the federal and state 
governments, with the exception of borrowing for temporary purposes or 
for defense purposes by the federal government. With the strict control 
exercised by the Loan Council, major improvements took place in state 
finance. By 1936-37 government deficits had been eliminated. A National 
Works Council has been set up to plan a counter-cyclical public invest¬ 
ment program and to advise the Loan Council accordingly. Coordination 
of financial activities is thus developing into centralization of fiscal 
policies. 

Conclusions: Improvement in Intergovernmental Financial 

Relations 

The problem of intergovernmental finance must be faced squarely 
and dealt with immediately if virtual chaos is to be avoided.®^ Greater 

Ibid.y p. 46. 

James A. Maxwell, “Recent Intergovernmental Fiscal Relations in Australia 
and Canada,” Bulleiin of ike National Tax Association^ Vol. 32, No. 5 (February, 
1947), pp. 138-41. 

Alfred G. Buehler, “Problems in Federal, State and City Tax Coordination,” 
Commercial and Financial Chronicle^ July 15,1948, p. 1. 
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uniformity of state tax laws, greater coordination of federal and state tax 
policies and a closer integration of state and local finance are imperative. 

Federal-State Grants in a Coordinated System 

The existence of federal grants may be taken as evidence of the in¬ 
adequacy of state and local tax revenues. Even a rich state may, how¬ 
ever, require federal grants of a specific nature in order to be induced to 
undertake some activity which it does not consider important but which 
the national government for one reason or another does consider impor¬ 
tant. In a few cases the state government may consider the activity im¬ 
portant but feels that it cannot undertake it unless all other states do so. 
In this case some federal inducement may be necessary. But in so far 
as the federal grants merely reflect general fiscal incapacity of the state 
governments, the grants may be considered as a method of relieving 
such incapacity. It should be noted that by fiscal incapacity of the state 
governrnents we do not mean the fiscal incapacity of the state economies 
as such. Of course the federal government must get its revenues from the 
economic system as a whole and the grants essentially involve a transfer 
from the richer slate economies to the poorer state economies. The point 
is that the state governments are not able fully to exploit their own 
economies—that is, not able in a feasible way without serious detri¬ 
mental effects. 

It is not unreasonable to say that federal grants are in the nature of a 
palliative rather than a cure. They provide a medicine which reduces the 
ill effects of state and local incapacity. Since the medicine has some toxic 
effects such as the possible extravagance that the grants may promote 
or political pressures which are encouraged in the allocation of the grants, 
it would seem to be preferable to try to cure the disease through tax 
coordination rather than to develop more and more refined headache 
powders in the form of grants. 

Even at best, however, it should be noted that the federal govern¬ 
ment may still want to make grants for certain very special purposes 
or to redistribute the wealth and income from the richer to the poorer 
states. In so far as grants are made to states which are economically 
well off and which do perform the services desired, such grants are an 
evidence of the confusion and overlapping which exist in state and federal 
taxation. The solution lies in tax coordination through a division of tax 
powers or, barring that, through an integrated system of tax collection 
via the surcharge method explained earlier in this chapter. In the absence 
of such tax coordination, grants are necessities and it is a worthwhile 
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enterprise to devise metliods to increase their effectiveness without at the 
same time aggravating their toxic effects. 

Necessity of Federal-State Tax Co5rdination 

The possibility of a substantial saving in both money and annoyance 
to the taxpaying public by means of a throughgoing system of federal, 
state, and local tax collection warrants a thorough study of the problem. 
The present tax structures of the respective levels of government have 
grown up, as most parts of any economic structure have grown up, on a 
piecemeal basis in response to urgent needs. The branching out of tlui 
states into general sales taxes and into income taxes is certainly explain¬ 
able in large part this way. The widespread and the growing tendency of 
local government to do the same thing means that the confusion grows 
greater and gieater. Making out tax returns and forms and collecting 
numerous taxes cannot be considered economical or desirable occupations 
on the part of taxpaying individuals or business firms yet that is becom¬ 
ing a serious time-consuming function. If the cost of tax collection were 
reallocated fully so that the time spent by government employees, busi¬ 
ness employees, and individuals in connection with taxes were fully com¬ 
puted, it would come to a much larger sum than anyone is at present 
aware. The reduction of the amount of time so spent is a worthwhile 
task and should be rated in importance with other major reforms in 
government finance. 

The trend toward federal-state coordination of financial powers has 
gone much farther in Australia and Canada than it has in the United 
States. In those two countries certain tax fields have been vacated com¬ 
pletely by some or all of the states or provinces. The force of circum¬ 
stances in the United States seems to be in the same direction but 
the much stronger recognition of state sovereignty which prevails here 
will probably remain as an insuperable barrier to any large degree of 
coordination. 

State-Local Relationships 

Improvements are also necessary in state-local financial relations. One 
possibility is for the states to confine themselves to certain specified taxes, 
which can best be handled on a statewide basis and leave the other taxes 
to the municipalities. Another possibility is for the state to superimpose 
a local tax on its own taxes thus acting as a collecting agency for the 
municipality. Either of these alternatives would be preferable to present- 
day practice in many cases where the state and some local governments 
independently impose, collect, and administer taxes on the same bases 
such as income, sales, motor vehicle, or the like. 
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The Fiscal Impact on the National Income 


Ever since the depression of the ’30’s there has been a grow ing recog¬ 
nition of the economic effects of government finance. Government ex¬ 
penditures and revenues, government borrowing and debt repayment are 
studied, not for their impact on the Treasury, but for their impact on 
the economy. It is recognized now more than ever before that each aspect 
of government finance may be used as an instrument of economic poKcy 
to influence the size of the nation’s income or alter the chai'acter of the 
nation’s output. At first the problems of the depression and then the 
necessities of the war have converted “government finance” into “fiscal 
policy.” The theory of fiscal policy, reborn in the depression, nurtured 
during the recovery, and matured in the war, has become the handmaiden 
of the government official and the political economist. 

In spite of the great amount of attention it has received, the theory 
of fiscal policy still lacks complete coordination of its various faculties 
and still suffers from frequent reversion to its childhood days. During the 
time of deep depression, when the multiplier theory was developed, it was 
taken for granted by many economists that deficits were the appropriate 
instrument for raising the level of national income. Since widespread un¬ 
employment and underemployment existed there was little need for dif¬ 
ferentiating real from money income, because a general rise in prices was 
not very likely and, in any case, was desirable. During a war, however, 
we wish to raise only the real income or the physical output, and then 
only the output of war materials, and keep down as much as possible 
the money national income and the price level. How must the theory of 
fiscal policy be changed as a result of these new objectives and altered 
conditions? And when the war is over, do we have to resort to deficit¬ 
spending to prevent a depression? Are deficits, wliich were required to 
raise the level of national income, appropriate for maintaining a high 
level of national income? We must exercise the greatest care in answering 
these questions and we must guard against glibly applying some ready 
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formula which we ourselves have carried over from the prewar days of 
business depression. It is necessary first of all to examine the structure 
of fiscal policy and consider the interrelations among expenditures, tax¬ 
ation, borrowing, lending, debt repayment, and national income. Then 
we can see how fiscal policy may be used to achieve desired ends and 
avoid dangerous pitfalls during a war and in a postwar period. 

Structure of Fiscal Policy 

Most of the individual instruments of fiscal policy—expenditures, 
taxation, borrowing, and debt repayment^—have been subjected to me¬ 
ticulous examination by economists. The multiplier theorist has explored 
the effects of expenditures, and the tax th('orist has built up an enormous 
literature dealing with every nook and cranny of tax incidence and effects. 
Borrowing and debt repayment have not been studied quite so widely 
but there is a substantial literature even on these subjects. Although the 
individual instruments of fiscal policy have been studied carefully, the 
theory of fiscal policy as a whole lacks integration. The terminology and 
interests of the tax theorist have not been the same as those of the multi¬ 
plier theorist while the borrowing and debt repayment expert has busied 
himself with matters monetary and capital to which the others have, in 
the main, paid only passing attention. As a result, it is difficult to make 
adequate allowance for the effects of taxation, borrowing, and debt re¬ 
payment in trying to determine the consequences of any particular vol¬ 
ume of government expenditures. Instead of being an integral part of 
the analysis, these effects usually take the unsatisfactory form of “modi¬ 
fications” or “qualifications.” 

The immediate task is to study each instrument of fiscal policy on 
some comparable basis and then construct a comprehensive picture of 
the fiscal impact as a whole. In undertaking this analysis it is necessary, 
in the first instance, to consider each element of government finance 
separately, even though the aim is one of integration. Thus it is neces¬ 
sary to study the effects of taxation by itself, without regard to the 
consequences of spending the funds received; and to study the effects 
of expenditures by themselves, without regard to the results of the 
various methods employed to obtain the funds required. A similar pro¬ 
cedure is followed in studying the effects of borrowing and debt retire¬ 
ment. In every case the same broad types of effects are considered. 
Printing of new money has economic effects only in so far as the money 

^ The sale of goods and services is not considered to be a fiscal aspect of government 
activity. 
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is spent, hence printing of new money is not considered separately. Credit 
creation for government expenditures forms part of borrowing, in this 
case from the banking system. Since we wish to see how fiscal policy 
influences consumption, investment, and national income as a whole, we 
must consider the extent to which each instrument of fiscal policy in¬ 
volves some impact on the nation’s supply of consumption funds and 
the extent to which it involves some impact on the nation’s supply of 
loanable funds. The impact on consumption funds serves as a starting 
point for the study of subsequent effects on consumer spending and the 
impact on loanable funds serves as a starting point for the study of sub¬ 
sequent eflects on investment. 

Expenditures 

Through the medium of expenditures the government releases both 
consumption and loanable funds. For the most part, a release of con¬ 
sumption funds is involved, as in the case of administrative expenses, 
relief, public works, and most national defense items. By purchasing 
goods or services the government directly transfers consumption funds 
to the firms and individuals concerned. But there has recently grown up 
another type of government disbursement of funds whereby the govern¬ 
ment merely lends its money (nominally, at least) and does not give it 
away or purchase outright any goods or services. This has been true of a 
number of credit corporations set up by the government. The extension 
of credit tends to have the same sort of ultimate effects on national in¬ 
come as the outright purchase of goods and services by the government, 
but the path taken by these effects is different. Government expendi¬ 
tures associated with lending activities augment the supply of loanable 
funds and thus tend to increase the availability of capital and ease the 
terms of private borrowing. The effects of this depend on the nature of 
the inducement to invest and on the possibility of obtaining funds from 
other sources, for instance, the banks. On the other hand, the direct 
purchase of goods and services by the government means, in and of itself, 
that the community’s supply of consumption funds in hand is augmented. 
Thus we may carry over into our later discussion the two categories of 
government disbursement of funds—those which involve a release of con¬ 
sumption funds and those which involve a release of loanable funds. 

Taxation 

In the case of tax revenues we have an absorption of funds by the 
government; and here again we may consider the funds involved to be 

487 



FISCAL POLICY AND ECONOMIC ACTIVITY 


of two types. To some extent, the process of taxation transfers to the 
Treasury funds which would have been spent on consumers’ goods. This 
is true in some degree of sales taxes and of income taxes on low-income 
groups. But some taxes impinge on savings, which may have augmented 
the supply of loanable funds. These two parts of taxation have different 
effects on the national income. The first part directly reduces consumers’ 
expenditures and national income while the second has only an indirect 
effect operating through the availability of capital supplied by individual 
income recipients. As a result of this type of taxation the terms of borrow¬ 
ing for private investment may be less favorable than they would other¬ 
wise have been. Where bank credit is freely available the restrictive eflects 
arising from the absorption of loanable funds tlirough taxation may be 
negligible. Taxation, then, involves both an absorption of consumption 
funds and an absorption of loanable funds. 

Borrowing 

When we turn to borrowing w^e again find an instance of government 
absorption of funds. It might seem that since the money is borrowed the 
funds involved must necessarily be loanable funds. But if we are con¬ 
cerned with the use to which the funds would have been put if they had 
not been lent to the government, then we can see, paradoxically perhaps, 
that not all funds lent to the government need be loanable funds. In the 
case of some bonds issued during the war and more clearly in the case of 
compulsory savings, the money lent to the government would, to some 
extent at least, have been spent on consumption goods. If the borrowed 
money comes from a restriction of consumption as a result of public 
pressure accompanying the borrowing campaign, the effects are different 
from those which result when the borrowed money comes from credit 
expansion or from savings which would have taken place anyway. The 
ordinary multiplier analysis usually takes it for granted that the borrow¬ 
ing of the money in itself is completely innocent of any effects as far as 
expansion and contraction are concerned. But government borrowing 
might reduce private consumption and, depending on the state of the 
banking system, might discourage private investment. Hence, in the case 
of borrowing as in the case of taxation we should consider separately the 
absorption of consumption funds and the absorption of loanable funds. 

Debt Repayment 

We should not leave out of account the release of funds through debt 
repayment, wliich goes on even when a net increase in the debt is taking 
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place. The repayment of the debt (interest payments being considered 
part of expenditures) might seem to involve solely a release of loanable 
funds. For the most part, this is true, since the funds paid out by the 
government in retiring debt will probably be put on the capital market 
for the purchase of securities. But in some cases, the government bonds 
represent a definite savings program on the part of the individual, with 
the retirement of the bonds marking the culmination of the program and 
the spending of the money involved. The repayment of bonds sold in 
wartime through the use of public pressure or compulsion will also have 
the effect of stimulating consumer spending. On the whole, the repayment 
of debt tends to stimulate consumption to the same extent that the bor¬ 
rowing of the money tended to curtail it. Debt repayment may then bcj 
considered to involve a release of consumption funds as well as a release of 
loanable funds. 


Operation of the Fiscal Mechanism 

The several instruments of fiscal policy operate as a unit. Their 
respective releases and absorptions of consumption and loanable funds 
combine to achieve the total fiscal impact on the national income. It is 
useful to sum the various consumption and loanable funds elements 
separately and then analyze the relation between the two. 

Net Government Release of Consumption Funds 

With this isolated examination of each instrument of fisc al policy 
we can obtain an estimate of the extent to which the government adds 
directly to the community’s consumption funds. It is generally considered 
a mistake to regard the whole of government expenditures as a net addi¬ 
tion to consumption funds because there are offsetting effects in tlui form 
of taxation. Hence the magnitude of the deficit, sometimes modified to 
take account of capital items within expenditures and taxation,^ is gener¬ 
ally regarded as the appropriate indicator of the government’s net con¬ 
tribution to the community’s purchasing power. The deficit (or some 


* As in the measures known as “the net contribution of the Federal Governnient to 
national buying power” or “the net income-increasing expenditure of the Federal 
Government.” For a description of the /ueasUres see H. II. Villard, Deficit Spending 
and the National Income (New York* 1941), Part III. For a criticism of the treatment of 
taxation see A. H. Hansen, Fiscal Policy and Business Cycles (New York, 1941), p. 
190 n.; and for a further discussion of tliis question see C. O. Hardy, “Fiscal Policy 
and the National Income” (American Economic Revieiv, vol. XXXII, March, 1942, 
pp. 103--10) and J. W. Angell, Investment and Business Cycles (New York and London, 
1941), Chapter XII and p, 325 n. 
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variant of the deficit) has been generally used as the appropriate multi¬ 
plicand of the multiplier principle. But if the foregoing dissection of fiscal 
policy has any validity, the deficit (that is, the extent to which expendi¬ 
tures are financed out of borrowing) gives a misleading picture of the 
government's contribution to the community’s consumption funds. More¬ 
over, the borrowed money may even represent some reduction in the 
community’s consumption funds. Nor should we regard the whole of tax¬ 
ation as being an item to offset expenditures; some taxes are completely 
innocent of any detrimental effects operating directly on consumption. 
Finally, we should take account of the debt repayment activities of th(^ 
government. In short, we should add together those parts of expendi¬ 
tures and debt repayment which involve a release of consumption funds; 
and deduct those parts of taxation and borrowing which involve an 
absorption of consumption funds. In this way we can take account of 
t he consumption effects of each instrument of fiscal policy and obtain a 
measure of the net government release of consumption funds. This, not the 
expenditures nor the d(Ticit, is the appropriate measure of the govern¬ 
ment’s direct contribution to the nation’s purchasing power and is the 
appropriate multiplicand of the multiplier principle. It may conceivably 
be negative in some cir(*umstances, that is, there may be a net govern¬ 
ment absorption of consumption funds. 

Net Goverishment Absorption of Loanable Funds 

The other effects of each instrument of fiscal policy must not be 
ignored. Government borrowing involves mainly (and, in ordinary times, 
entirely) an absorption of loanable funds. Likewise taxation almost in¬ 
variably absorbs some loanable funds. These elements which involve an 
absorption of loanable funds should be added together; and from them 
should be deducted those parts of expenditures and debt retirement which 
constitute a release of loanable funds. In this way we obtain a measure 
of the net government absorption of loanable funds. In other words, we 
obtain a measure of the net amount of funds the government withdraws 
from the money and capital markets. To take only the amount of govern¬ 
ment borrowing, as is usually done, is incorrect because taxes also involve 
a withdrawal of loanable funds to some extent; and at the same time the 
government puts some of these funds back into the capital market 
through its expenditures and repayment of debt. There may be a net 
release rather than absorption of loanable funds on the part of the govern¬ 
ment in some circumstances. 

In deriving the over-all measure representing the net absorption or 
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release of loanable funds we should not lose sight of the individual seg¬ 
ments making up this over-all measure. The over-all measure must be 
treated with the care required wherever we deal with broad con(!cpts and 
ignore qualitative considerations. In the case of loanable funds, in par¬ 
ticular, quality is a vital consideration: a plenitude of funds in the call 
money market is of no use to a family desiring to build a house; nor 
need a scarcity of funds in the long-term capital market have a detri¬ 
mental effect on a business seeking to renew a thirty-day note. 

Conversion of Loanable Funds into Consumption Funds 

Each instrument of fiscal policy may then be considered to have a 
consumption-funds element and a loanable-funds element. Borrowing and 
taxation absorb both consumption funds and loanable funds while ex¬ 
penditures and debt repayment release both consumption funds and loan¬ 
able funds. We may say that expenditures and debt repayment have 
expansive effects while borrowing and taxation have restrictive effects.^ 
We have broken up each of the expansive and restrictive effects into two 
parts: the effect on consumption funds and the effect on loanable funds. 
There is usually a net absorption of loanable funds and a net release of 
consumption funds. Where there is no change in the government’s cash 
balance and no government printing of money to finance expenditures, 
the net government absorption of loanable funds is identically equal to 
the net government release of consumption funds. The fisc is essentially a 
mechanism which converts loanable funds into consumption funds. In de¬ 
termining the extent of this conversion we must not confine our attention 
to deficit spending as is so often done. Each instrument of fiscal policy— 
expenditures, taxation, borrowing, and debt repayment—affects the avail¬ 
ability of both loanable funds and consumption funds and plays a part in 
the government’s conversion of loanable funds into consumption funds. 

3 See A. F. W. Plumptre, “An Approach to War Finance,” Canadian Journal of 
Economics and Political Science^ vol. VII (February, 1941), pp. 1-12. 
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The balanced budget has always been an aim of fiscal officers whereas 
economists have frequently advocated deliberate unbalancing of the 
budget. Some claim that the budget may be unbalanced temporarily 
during depression periods but that over the course of a business cycle 
the budget should be balanced. Some are willing to allow the budget to 
be unbalanced over a longer period. Some have even gone so far as to 
question the desirability of budget balancing as an aim of government 
finance. Most economists at least recognize that budget balancing is 
generally desirable but they are willing to condone temporary or perma¬ 
nent deficits where economic considerations warrant. One economist, 
however, goes so far as to say that budget balancing is not even a desir- 
alile aim, that there is no reason whatever why an attempt should ever 
be made to balance the budget, that if it ever is balanced it should be 
merely an accident or a coincidence. 

During the depression of the ’30’s and again during the war period 
the budget was deliberately unbalanced. The budget handed down for 
the fiscal year 1947-48 foresaw a balanced budget for the first time since 
1930, when there was a surplus (excluding debt retirements) of approxi¬ 
mately $738 million. In the following year, 1931, there was a deficit of 
approximately $462 million. Thereafter the deficits exceeded a biUion 
dollars and rose as high as $5 billion in the fiscal year 1941. In the subse¬ 
quent war years the peak of nearly $56 billion was reached in the fiscal 
year 1943. The deficit dropped sharply thereafter and in the President’s 
proposed budget for the fiscal year 1947-48 the possibility of a budget 
surplus of some $200 million was foreseen. A surplus of over five billion 
dollars actually developed for the year.^ 


^ See “Annual Report of the Secretary of the Treasury, 1945,” p. 449; Treasury 
Bulletin, March, 1947, p. 2; and Treasury Bulletin, September, 1948, p. 1. 
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I' 

What is the significance of the balanced budget? What does it mean 
for national income and employment? Is it possible to have a/balanced 
budget and yet have the government exert an expansive influ ^nce on the 
private sector of the economy? A published review of the profjosed budget 
for 1947-48 suggested cautiously, “Thus 1947-48 would be *lhe first fiscal 
year since 1929-30 without a deficit and without expansir jiiary effects on 
government finance on liquid asset holdings of the pubric.”^ This survey 
went on to note that under the budget there would bf j; a net withdrawal 
of cash from the economy into the Treasury. The a mount of such net 
withdrawal was estimated at $3 billion. The opinion ' ivas expressed that a 
“ continuation of the cash surplus during (conditio tis of a high level of 
employment and output will be an important facb ur in restricting further 
inflationary forces,'*^ The possibility that the bal anced budget will have 
no inflationary or deflationary effects on the ? ';conomy and the threat 
that a budget which results in a net inflow of .several billions of dollars 
worth of cash into the Treasury must have a restrictive effect is some¬ 
thing that requires the closest attention. No^ iv that the balanced budget 
seems to be a matter of national policy, the question whether it actually 
means that the government has become “nr :?utrar’ in some sense must be 
explored. The even more serious question whether budget surpluses may 
mean that the government has a net re strictive effect on the economy 
must likewise be explored. 

Before we undertake the analysis c^f the effects of a balanced budget 
there are several precautionary rema^iks that must be made. We are not 
considering, here the question wheiluer the budget should be balanced; 
nor are we attempting to show tl iat a budget can be balanced, because 
everyone knows that it can; nor ‘are we particularly interested in showing 
that a balanced budget may liiave an expansive impact; but rather we 
are trying to discover the ec anomic considerations that are involved in 
balancing a budget. Just whiat expansive impact or restrictive impact can 
we expect at various bala^iiced budgets? What are the factors which de¬ 
termine the extent to wh ich we have such an impact? To what extent in 
balancing tlve budget do /we compromise the attainment of other desirable 
ends? How can we df/vise a skillful tax and spending policy so as to 
maximize the efiTects iht a balanced budget and minimize the resulting 
conflict with the achievement of other aims, such as a high level of em¬ 
ployment, considerateiions of equality, and so forth? 

- ? 

* “New Budget,” Fej^eral Reserve Bullelim Vol. 33, No. 2 (February, 1947), p. 115. 

»Jfeid., p. 121. [Itaii<|38 mine.] 
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The Double Budget: Capital and Current 

One pla'n of budget balancing is to distinguish “capital” from “cur¬ 
rent” items and treat them in separate budgets.^ The intention is that 
the current bVdget should be balanced but the capital budget may be 
imbalanced wiith impunity. Difficulties arise primarily in connection with 
the classificatioL i of individual items of expenditures. Tliere is much room 
for manipulatiouL^ to avoid unbalancing the current budget. There is also 
a problem of deten mining the period over which the current budget should 
be balanced, e.g., y»early, cyclically, etc. In the following discussion we 
assume that there is only a single budget encompassing all governmental 
expenditures and revc mues. 

Expansii-^c Effects of a Balanced Budget 

It has been suggested in the previous chapter that the net government 
release of consumption funo Is rather than the deficit is an over-all indicator 
of the direct expansive impi^^act of fiscal policy. This emphasis on the net 
government relc^ase of consu/^ption funds directs attention to the expan¬ 
sive effects of expenditures fiijanced through certain types of taxes. Since 
it is possible to have a net govt Tiiment release of consumption funds when 
tJie budget is balanced it is pos :sible to have an expansive ellect on con¬ 
sumption, and thus national inc'-ome, when the budget is balanced. For 
instance, if expenditures are billion, made up of $95 billion release 
of consumption funds and $5 billio^,n release of loanable funds, and if tax 
revenues are also $100 billion (thus balancing the budget), made up of 
$80 billion absorption of consumptionX funds and $20 billion absorption 
of loanable funds, the net government yelease of consumption funds is 
$15 billion ($95 billion release through tVP^^^ditures minus $80 billion 
absorption through taxation). At the same k time, the indirect restrictive 
impact is potentially $15 billion in the form 'Pf a net absorption of loan¬ 
able funds ($20 billion absorption through tax^ation minus $5 billion re¬ 
lease through expenditures). Whether this indircect restrictive influence is 
actually felt depends on the state of the banking^^system and the general 
availability of capital. In any case there is a dirt xt expansive impact of 
$15 billion even though the budget is balanced. 

The direct expansive impact of fiscal policy ma'j^v be greater than that 
indicated by the size of the deficit. For instance, tax revenues were 
only $20 billion in the above example, and borrov »ing were $80 billion, 

both involving solely an absorption of loanable fui itls, the net govern- 

_ \ 

* See Alvin H. Hannen, Fiscal Policy and Business Cycles.^ Chapter 10, especially 
pp. 18^207 (New York, W. W. Norton & Co., 1941). 
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menl release of consumption funds would be $95 billion ($95 biVllion re¬ 
lease through expenditures with no absorption through taxes an/d borrow¬ 
ing). Thus th(?re would be a direct expansive impact of $95 bijilion with a 
deficit of $80 billion. j 

There may be a direct expansive effect even with a buidget surplus. 
For instance, if expenditures are only $50 billion, consti^4.uting solely a 
release of consumption funds, and tax revenues are $80 byillion (making a 
budget surplus of $30 billion), constituting $40 billion alosorption of loan¬ 
able funds and $10 billion absorption of consumpti on funds, the net 
government releases of consumption funds is $10 bil^iion ($50 billion re¬ 
lease through expenditures minus $40 billion abs(' irption through tax¬ 
ation). In this case there is a direct expansive effe ct of $10 billion even 
though tlicre is a budget surplus of $30 billion. 5 

On the other hand, the direct expansive effer ^ may be less than that 
indicated by the size of the deficit and there r nay evciii be a dinn-t re¬ 
strictive effect when tluTe is a balanced budget or when therci is a delicat. 
If expenditures are $100 billion, releasing $80 billion consumption funds 
and $20 billion loanable funds, if tax revenues arc $90 billion, absorbing 
$75 billion consumption funds and $15 bullion loanable funds, and if 
borrowing is $10 billion, absorbing loanab le funds of the same amount, 
the net government release of consumpti on funds is only $5 billion ($80 
billion release through expenditures minris $75 billion absorption through 
taxation). Thus we have a direct exp ansive impact of only $5 billion 
wIkui there is a deficit of $10 billion/. If expenditures arc the same as 
above and tax revenues are also $10 0 billion, absorbing $90 billion con¬ 
sumption funds and $10 billion lop^mable funds, there is a net absorption 
of $10 billion consumption funds, ($90 billion absorption through taxation 
minus $80 billion release throrjigh expenditures). Thus there is a direct 
restrictive effect of $10 billio n even tliough there is a balanced budget. 
If expenditures are again ^die same but tax revenues are $90 billion, 
absorbing $85 billion coiiftamption funds and $5 billion loanable funds, 
and borrowing is $10 billi on, absorbing only loanable funds, then the net 
absorption of i^onsumpt^on funds is $5 billion ($85 billion absorption 
through taxation minus $80 billion release through expenditures). Thus 
we have a restrictive effect of $5 billion even though there is a deficit of 
$10 billion. * 

Multiplier Anal^ji^sis of Balanced and Unbalanced Budgets 

The situation whe^e the expansive impact is greater than that indi¬ 
cated by the deficit,/including the limiting case where there is an ex¬ 
pansive impact with^ no deficit at all, is of particular interest for the 
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discussion in Chapter 25. The multiplier principle operates on the net 
release oi consumption funds in the usual way so that we can have the 
multiplier ^principle operating with a balanced budget. Where there is a 
multiplier e:^ffect, the total expansion of national income is greater than 
that indicatt ^d by the net government release of consumption funds. For 
instance, wht Te the budget is balanced and the net government release of 
consumption fr*|nds is $10 billion, the total increase in national income is 
$50 billion if th^e marginal propensity to consume is four-fifths and we 
assume induced investment to be nil. Since we are interested in all 
aspects of fiscal po^licy we must also consider the possibility that the in¬ 
creased income resul ting from the operation of the multiplier will increase 
tax revenues. In cascS we begin with a deficit, the increased tax revenues 
will reduce the defic- t. To what extent does this, in turn, reduce the 
multiplier effect? And is there any possibility of increasing tax revenues 
suiBSciently to balance tii^e budget without reducing the multiplier effect? 
If the latter question ca n be answered in the affirmative the likelihood 
of having an expansive efixect on national income with a balanced budget 
is greatly increased. As a result of our earlier analysis we can say that 
we may have an expansive impact even when we begin with a balanced 
budget. Can we also say tl/at if we begin with a deficit the increased 
national income resulting fro m the operation of the multiplier will in¬ 
crease tax revenues sufficiently' to remove the initial deficit and balance 
the budget? In other words, caixi the multiplier make expenditures pay 
for themselves? If so, we can ha> ^^e an expansive effect with a balanced 
budget even if we begin with expc nditures financed through borrowing, 
for the increased income will yield ta!x revenues sufficient to pay off the 
debt initially incurred to finance the exiSenditures. Although it has always 
been recognized that the operation of tils^e multiplier will automatically 
result in some increase in tax revenues,^'it has been denied most em¬ 
phatically that the budget can be balanced in this way.® 

® See, for Instance, R. F. Kahn, “The Relation of 1 Tome Investment to Unemploy¬ 
ment” {Economic Journal, vol. XLI, June, 1931, pp. 173-98); M. Mitnitzky, “The 
Effects of a Public Works Policy on Business Activity and Employment” {Interna¬ 
tional Labour Review, vol. XXX, October, 1934, pp. 43^^66); and J. M.Clark, Econom¬ 
ics of Planning Public Works (Washington, 1935), Chapter IX. 

® See Paul A. Samuelson, “Theory of Pump-primintW Re-examined” {American 
Economic Review, vol. XXX, September, 1940), pp. 492-5(p6. More recently, Professor 
Samuelson has set forth the conditions under wMch the b udget may be balanced. See 
his article, “The Simple Mathematics of Income Determinlation,” in Income, Employ¬ 
ment and Public Policy: Essays in Honor of Alvin H, Hatksen, especially pp. 140-46 
(New York: W. W. Norton & Co., 1948). See also Oscar LWge, “The Theory of the 
Multiplier,” Economeirica, vol. 11, July-October, 1943, especially pp. 232 ff. 
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Three types of taxes are considered here: taxes coming out of income 
as a whole, such that both consumption and savings are affected; taxes 
affecting consumption alone; and taxes involving a transfer of savings 
and not affecting consumption at all. The terms “taxes on income,” 
“taxes on consumption,” and “taxes on savings” are used below in these 
respective senses. The actual form of the tax is not intended to be speci¬ 
fied by the descriptive terms employed. An income tax, for instance, 
may be so devised as to have any one of these three effects, depending 
on exemptions, progressiveness, etc. Each type of tax will be studied 
under conditions where there is only induced consumption and no in¬ 
duced investment. Consideration will also be given to the situation where 
there is a positive or a negative amount of induced investment. A closed 
system is assumed. The possible effects of time lags are not considered 
at this stage of the analysis. It is assumed the operation of the multiplier 
is rapid enough and the period of time is long enough for substantially 
the full multiplier effects to have worked themselves out. The significance 
of this assumption is discussed in the section on “Reality and Unreality 
of the Assumptions.” 

Taxes Affecting Consumption and Savings Proportionately 

We may first consider the case where the tax structure is such that 
taxes come out of income as a whole, afl'ecting consumption and savings 
proportionately. Where the marginal propensity to consume is four-fifths, 
then this fraction of income net of taxation will be consumed. If the tax 
structure is such that 50 per cent of any increased income is collected by 
the Treasury, it can be shown that expenditures of $10 billion will result 
in tax revenues of more than $8.3 billion and an increased national in¬ 
come of more than $16.6 billion. Thus with a deficit of less than $1.7 
billion we have an increase of $16.6 billion in income, a multiplication of 
10.^ Without taxation, and with the same marginal propensity to con- 


^ With expenditures of 10, a marginal propensity to consume equal to four-fifths, 
and a tax structure such that 50 per cent of increased income is diverted to the Treas¬ 
ury, we have the following: 


Increased income 
Tax revenues 

Deficit 
Deficit multiplier 


10 • % « 16.6<)6+ 

10 . % . « 8.,333+ 

10 - 8.333+ « 1.666+ 
16.666+ 


00 } 


00 } 
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sume, the increase in income would be $50 billion and a deficit of $10 
billion, hence a multiplication of only 5. We can obtain an increase in 
income of $50 billion by incurring a deficit of only $5 billion, provided 
we are willing to spend $30 billion to begin with and remove 50 per cent 
of all increased income through taxation.® Otherwise, we would require a 
deficit of $10 billion in order to obtain an increase in income of $50 billion. 
It is evident that taxation results in a considerable efficiency in terms of 
the deficit required to achieve any given increase in income. 

The results obtained when the tax structure affects income as a whole 
can be generalized for any percentage of increased income diverted to 
the Treasury through taxation, for any marginal propensity to consume, 
and for any desired increase in income. Formulas can be derived to repre¬ 
sent the interrelationship involv^ed. Where the marginal propensity to 
consume out of income net of income taxes is four-fifths and the desired 
increase in income is $5 billion, the effect of various percentages of in¬ 
creased income diverted to the Treasury through taxation is shown in 
Fig. 17. Here we can see that the initial expenditures required to achieve 
tlic desired increase in income are greater the Jiigher the rate of taxation. 
Tax revenues increase more tJian the required expenditures, however, 
with the result that the deficit falls as the tax rate rises. Where none of 
tlie increased income is taxed away, $1 billion of expenditures and deficit 
are required to increase income the desired amount. Where the whole of 
increased income is taxed away, $5 billion of expenditures are required 
but since there are tax revenues of an equal amount there is no deficit. 
The budget can be balanced in this way but the multiplier process itself 
is nipped in the bud since the income initially created by the government 
is drawn back into the Treasury,® Between these two extremes there is 

® Replacing expenditures of 10 with expenditures of 30 in the above, we have: 

Increavsed income == 30 • v’a *= 50 
Tax r€H'eiiues =» 30 • ?;{ • }4 * 25 
Deficit = 30 25 « 5 

Deficit niulliplicr — « 10. 

• For the Jimthematicai formulation of this analysis see Harold M. Somers, “The 
Impact of Fis(?al Policy on National Income,” Canadian Journal of Economics and 
Political Science, Vol. 8, August, 1942, pp. 364-85. The fact that a balanced budget 
may have a multiplier effect (of unity) even without a change in tlie public’s marginal 
propensity to spend has recently been re-asserted by Haavelmo. See Trygve Haavelmo, 
“Multiplier ElTects of a Balanced Budget,” Economefrica, Vol. 13, Octol>er, 1945, pp. 
311-18, and comments on this study, G. Habt^rler, “Some Monetary Implications of 
Mr. Haavelmo’s Paper,” Vol. 14, April, 1946, pp. 148-149; R. M. Goodwin, “The 
Implication of a I.»ag for Mr. Haavelmo’s Analysis,” pp. 150-51; Everett E. Hagen, 
“Further Analysis,” pp. 152-55; Trygve Haavelmo, “Reply,” pp. 156-58. See abo 
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an evident efficiency in terms of the deficit required to yield the desired 
increase in income. The deficit multiplier is greater the higher the per¬ 
centage of increased income diverted to the Treasury. 



Percentage tax on increased income os a whole 

FiCi. 17. Governinenl expondilures and deficit requirrtd to increase inccnie $5 
billion: taxes on increased income as a whole. (Four-fifths of increased income 
spent before luxes.) 

Taxes Affecting Consuivtp'jion Only 

In the foregoing discussion we dealt will) taxes which are paid out of 
income as a whole. The redu(*ed in(*omc, at cai li turnover, n^sulted in 
both reduced consumption and reduced saving, since th(* same marginal 
propensity to consume was applied to the reduced income. We may now 
consider the case of taxes (liowever imposed) which have the effect solely 
of reducing consumption. After the government spends its funds, income 
of an equivalent amount is creatinl. Part of this is spent on consumption, 
but some of the consumption funds are divertixl to the Treasury through 
taxation. In the previous case the tax was first applied to the income 

Arthur Smithies, “The Multiplier/' Anurican Economic Rcvieu\ Supploiuenl, May, 
1948. For additional references for n*cent years see Fritz Muchlup, “Summary and 
Analysis,” Financing American Prosperity (P. T. Homan and F. Machhip, eds.), p. 
442, n. 32. (New York: Twentieth Century Fund, 1945), A recent comprehensive 
treatment of the subject is presented in Paul A. Samiielson, “The Simple Mathe¬ 
matics of Income Determination,” in Income, Employment and Public Policy: Essays in 
Honor of Alvin H* Hansen, especially pp. 140-46 (New York: W. W, Norton & Co., 
1948.) 
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as a whole created by the government spending. As a result of this 
difference in the nature of the taxation involved there are some im¬ 
portant differences in the results. As we can see from Fig. 18, the deficit 
required to obtain any desired increase in income is the same no matter 
what the percentage of increased consumer outlay diverted to the 
Treasury. The higher the tax rate the higher the required initial ex¬ 
penditures; but the deficit remains unchanged because the tax revenues 



Percentage tax on consumed portion of increased incomo 

Fig. 18. Government expenditures and deficit required to increase income $5 
billion: taxes on consumed portion of increased income. (Four-fifths of increased 
income spent Itefore taxes.) 

increase by exactly the same amount as the expenditures. The sole de¬ 
terminant of the deficit required is the marginal propensity to consume. 
There is no point whatever in resorting to this type of taxation in trying 
to balance the budget. Not only is it impossible to balance the budget 
but no reduction whatever can be achieved in the deficit required to 
obtain any desired increase in income. 

Taxes Affecting Savings Only 

It is when we come to taxes which fall only on savings and do not 
reduce the amount of consumption that the most striking results are 
obtained. The specific form of the tax may vary—it may be an ordinary 
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income tax on increased income or a tax on the non-consumed portion of 
increased income—so long as there is no detrimental effect on consump¬ 
tion. Here we may expect that the multiplier would not be affected; that 
is true, but what is more important is that the amount of taxable savings 
is precisely equal to the initial expenditures. Hence it is possible to bal¬ 
ance llie budget in this way. In other words, Ave can liave a balanced 
budget and a multiplier effect at the same time, the extent of the multi¬ 
plier effect being determined solely by the marginal propensity to con¬ 
sume and not being diminished at all by the fact that we are balancing 
the budget. Here, above all, it becomes evident that the emphasis placed 
on deficits by the multiplier theory has obscured an important character¬ 
istic of fiscal policy. 

The expenditures and deficit required to obtain an increase of $5 
billion in income are shown in Fig. 19, where the marginal propensity 
to (‘onsume is four-fifths and the taxes imposed are assumed to have no 
detrimental (Elects on consumption. 

The total elfect on income is the same without and with the tax and 
the expenditures required to achieve any increase in income are inde¬ 
pendent of the tax. The deficit required to achieve any increase in in¬ 
come is, however, affected by the tax, the deficit falling as the tax rate 
rises. If a tax rate of 100 per cent is levied on the increased saving, then 
the multiplier can operate as usual with no net deficit whatever. The 
government begins with some deficit spending, income is increased and 
the non-consumed portion of the income is taxed away. The tax revenue 
derived in this way is exactly equal to the initial expenditures, hence the 
deficit is nil. This result superficially resembles but is actually radically 
different from that obtained in the case of income taxes. There it was 
possible to have income formation wdth a balanced budget only if the 
whole income initially created by the government is taxed away. Here 
we are taxing away only the non-consumed portions of the increased in- 
<^ome as it is created. No new leakage results; we are merely piping the 


This may Iw seen by reference m the tables contained in Fritz Machlup, ‘‘Period 
Analysis and Multiplier Theory,” Quarterly Journal of Economics^ vol. LIV, Novem¬ 
ber, 1939, pp. 1-27. If the initial expenditure is unity and the marginal propensity to 
consume is four-fifths, then the total increase in income will be 5. During the prex ess of 
increasing the income, one-fifth of this amount, i.e. unity, will have “leaked out.” 
.Fust as the total increase in income is the sum of the infinite series, 1 {%)^ 

. . . , so the total leakage is the sum of the infinite series, % -|- K {%) -f M {%y -h 
. . . , or, H{1 + ^ + (5^)* + • • • ). This has a value of unity. Cf. Benjamin 
Higgins, “Keynesian Economics and Public Investment Policy,” Chapter 35 in The 
Neiv Economics^ S. E, Harris, ed. (New York; Alfred A. Knopf, 1947), especially p. 478: 
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existing leak to the Treasury while in the case of consumption taxes the 
whole tax constitutes an additional leakage, hence the multiplier effect is 
reduced with the increase in taxation. 

In balancing the budget in this manner at no time do we tax all or 
even the major portion of the increase in income. We tax only savings 
and then only the increased savings resulting from the operation of the 
multiplier. Thus we tax only a part of the increased income and only a 
part of the saved portion of the whole of income (using the term “saved 
here in the sense of money income not spent on consumption). In other 



percentage tax on saved portion of increased income 

Fig. 19. Government expenditures and deficit required to increase income $5 
billion; taxes on saved portion of increased income. (Four-fifths of increased 
income spent before taxes.) 


words, as income is created, only part of it is spent and goes to create 
more income. The unspent portion leaks out; and it is necessary only to 
pipe the leak into the Treasury in order to have a balanced budget and 
an active multiplier at the same time. Hence, we would expect no detri¬ 
mental effects on the income rate which existed before the government 
spending program was instituted. In short, the government can have a 
multiplier program of any magnitude with a balanced budget. The greater 
the initial expenditures the greater the effect on income; and, at the same 
time, the greater the tax revenues. These tax revenues do not interfere 
at all with the operation of the multiplier. They can be made equal to 
the initial expenditures, thus balancing the budget, without interfering 
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witii income formation. The trick is, of course, to set up a lax system 
which affects savings only and not consumption. 

Regarding the possibility of balancing the budget, it is not necessary 
that the tax remove induced savings and nothing else. That would be 
impossible. What is necessary is that, to the extent that consumption or 
investment is curtailed by the policy, the expenditures would have to be 
raised accordingly. This must always be the case since taxation would 
always have some effect, however slight, of discouraging consumption or 
investment. But, depending on the type of tax, $100 of taxes may cut 
down consumption and investment by only $5. Should we (i.e., the 
Government) avoid the $100 taxes just because of the $5 detrimental 
effect? Obviously not. If we spend the whole $100, then $5 would be 
compeiLsating for the $5 reduction in consumption and investment, and 
the rest, $95 would be expansive. Thus there would be expansion with a 
balanced budget even though the tax was not such as to remove-savings- 
without-having-any-detrirnental-effects. The possibilities of an expansive 
balanced budget are greater than is generally believed. It is certainly not 
necessary to have a tax—an impossible tax—which has no detrimental 
effects; all we have to do is offset the detrimental effects. The operation 
of the multiplier with a balanced budget is therefore practicable without 
necessarily having an ideal (and impossible) tax which has no detri¬ 
mental eflects. 


Induced Investment 

The discussion of taxation presented above has been confined to tlie 
multiplier principle in the narrow sense, which deals with induced con¬ 
sumption alone. There would ordinarily be some induced investment as 
well, either positive or negative. Moreover, there is a strong possibility 
that the tax program adopted will affect the propensity to consume and 
the inducement to invest. 

We may consider the last point for a moment. If there is some positive 
induced investment as a result of the operation of the multiplier, then 
the ease with which the budget can be balanced is increased, since the 
income created at each turnover of the multiplier is greater than it other¬ 
wise would be. To some extent, however, the tax involves a diversion to 
the Treasury of income which might otherwise have been made available 
to the private capital market, thereby easing the terms of borrowing. 
The inducement to invest might therefore be less than it would have 
been if none of the income had been diverted to the government. But 
this must not be interpreted to mean that investment is reduced below 
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the level it would have attained without the government spending pro¬ 
gram, The tax applies only to the income created by the government 
spending program. If a fraction of the saved part of that increased in¬ 
come is diverted to the Treasury, the supply of loanable funds wliicli had 
previously existed would not be impaired at all—at least not by the tax 
program. 

The government’s borrowing program might conceivably tighten the 
capital market, but the monetary policy pursued by some countries 
during the past decade or two makes it evident that such a problem ncM'd 
not arise—at least not in a rich and mature economy. The monetaiy 
policy adopted may be such as to increase the supply of loanable funds 
and thus ease the terms of borrowing. The govc^rnment’s borrowing pro¬ 
gram need have no detrimental eflect on investment, and the tax pro¬ 
gram considered here can, at most, have only a detrimental effect on 
increases in the rate of investment. Increased Investment might be cur¬ 
tailed because of a reduction in business savings through high taxes on 
increased income. Even here, assuming that an easy money policy is 
maintained, it is doubtful whether the advantages of internal over out¬ 
side financing are so great that firms will resist additional investment in 
spite of favorable profit expectations resulting from the induced con¬ 
sumption. If it happens that profit expectations are unfavorable despite 
the government’s spending program and the resulting induced consump¬ 
tion, so that induced investment would be nil or negligible anyway, no 
reduction in income results from any effects which a high income tax on 
increased income might have on the supply of loanable funds, the terms of 
additional private borrowing, and the inducement to increase investment. 

The complicated nature of the inducement to invest makes it difficult 
to formulate precisely the magnitude of induced investment. The simple 
functional relation between induced investment and induced consump¬ 
tion as expressed in the acceleration principle is open to question, as has 
been shown in earlier chapters of this book. Whatever the relation is, 
however, the existence of any positive induced investment reduces the 
deficit required to achieve any given increase in income. 

Reality and Unreality of the Assumptions 

The above analysis is based on a number of assumptions which are 
not fully consistent with reality. Is there anything to be learned from an 
analysis based on unreal (i.e., not completely realistic) assumptions? 
Critics of this type of analysis claim quite rightly that the marginal 
propensity to consume is actually variable, that different types of ex- 
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peiidit urcs have different niultiplicr effects, that time lags of indetermi¬ 
nate length exist and that it would be virtually impossible to devise a 
tax systi^m which removes induced savings and nothing else. Can one say 
that ther(‘ is nothing to be learned unless the analysis takes all variables 
and their variations into account? The theoretical analysis can indicate 
the direction in which we are going and the limit that can be reached 
under given alternative sets of conditions. For instance, th(‘ conclusion 
that taxable savings equal initial spending holds regardless of the size oi* 
the Multiplier. If we think the marginal propensity to consume is four- 
lifths, then we can use that; if not, can use some other estimate. If we 
do not know w hat the marginal propensity to consume is, then the general 
conclusion holds qualitatively and helps determine how far we can go in 
trying to balance the budget and yet have an expansive effect. In short, 
if we do not have the figures then we might still learn something quali¬ 
tative about direction and limits; if we do have the figures, then by all 
means w(j should include them into the analysis, revising the latter, if 
necessary, and get a quantitative answer. The analysis can be worked 
out with a variable marginal propensity to consume and conclusions may 
then be drawn regarding the effects which different types of variations 
have on the results. Then, if we have some idea of the relevant type oJ‘ 
variation, we can pick out the corresponding conclusion; if we have no 
such idea then the analysis might be put aside, to be used w hen a basis 
exists for, at least, eliminating some of the passibilities. In most cases 
it is possible to make an informed guess about the direction over, say, 
the next year. That would give us a substantial part of the multiplier 
effect on a somewhat realistic level. Broad limits anyway would be 
determined. 

Time lags introduce additional complications. Unless a thorough¬ 
going system of tax withholding exists, the government expenditures may 
precede the induced tax revenues by a year or so. Moreover, even under 
a withholding system, the full multiplier effects on Income and tax reve¬ 
nues wdll t^e an indeiinite period of time to work themselves out. The 
“dose” of expenditures may not be matched by resulting tax revenues 
in any limited calendar period. In a continuously functioning economy 
there will, however, be a carry-over of tax revenues from the prticeding 
calendar period just as there will be a carry-over to the succei^ding 
period. If expenditun^s have been uniform for some time, the so-t^alled 
“equilibrium” values will have been reached and the results obtained 
above will apply. 

There is one point in this connection on which there might be some 
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misuiiderstaudiag. Different types of expenditures will have different 
iimltiplier effects in the first “round” or two but then it is likely that 
the general marginal propensity to consume will apply. For instance, 
after the first spending, the money ordinarily reaches the usual channels, 
e.g. through stores, hence the various multipliers might be: 

1 + H ‘ H + for one kind of expenditure*, 

1 + /lo + %o * /5 + Ho(f^5y for another kind, 

and so on. The general propensity to consume of, say, four-fifths appli(\s 
after the first “round.” 


Conclusions 

The multiplier formulas considered above can by no means be em¬ 
ployed as quantitative guides to practical policy. The analysis is de*- 
signed merely to suggest the nature of the effects which various types 
of taxes may have on national income and on the budget. Although the 
amounts of induced consumption and induced investment cannot be fore¬ 
cast accurately, we need not refrain from making estimates (perhaps 
“guesses”) regarding at least the order of magnitude of these items. 
Then the foregoing analysis may be employed to give a rough idea of 
the consequences to be expected from various tax policies. There is un¬ 
questionably the possibility of obtaining a relatively large multiplier 
effect with a relatively small deficit; or even of eliminating the deficit 
entirely. Where we consider the raultipher effect operating through in¬ 
duced consumption alone, then, clearly, tax revenues involving merely a 
diversion of savings to the Treasury—that is, tax revenues w Inch do not 
involve a reduction of consumption—do not hamper the operation of the 
multiplier principle. To the extent that the tax is of this sort, the multi¬ 
plier effect can be obtained with a balanced budget. Ordinarily a tax will 
involve a reduction in consumption as well as a diversion to the Treasury 
of funds which would not, in any case, have been spent on consumption. 
The reduction in consumption reduces the multiplier effect; and in order 
to obtain any given multiplier effect the consumption taxes must be 
offset by greater expenditures, with the result that, to obtain any multi¬ 
plier effect, a given deficit is necessary regardless of the magnitude of the 
consumption taxes. 

Thus a tax which has the effect of reducing consumption as well as 
diverting to the Treasury that part of income which would not have been 
(consumed in any case, is worth while from the point of view of reducing 
the deficit required to obtain the given multiplier effect and perhaps even 
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of making that multiplier effect possible without any deficit at all. The 
reduction in consumption can be offset by increased expenditures equal 
to those tax revenues derived from the reduced consumption; hence the 
Treasury comers out even on this score. The diversion to the Treasury 
of savings which would have taken place in any case does not interfe^rc*. 
with the multiplier and thus makes possible a reduction in the deficit. 
Thus it is that a tax of this sort involves some efficiency for the 
Treasury. No harm in the form of a reduced multiplier effect can befall 
the economy. The Treasury might have to increase its expenditures a 
little because the taxes may have some effect in the direction of reducing 
consumption, but the deficit does not rise Ix^cause the increased expendi¬ 
tures will at least be offset by increased tax revenues. In short, the initial 
expansive impact of fiscal polu^y and the subsequent multiplier effects 
nia> b(% arid ordinarily are, radically different from those suggested by 
I he size of the deficit. 

A General Theory of Balanced Budgets 

The possible eflects which may be expected from balanced budgets 
of various magnitudes may be illustrated by the following diagram. All 
induced effects on investment and consumption are taken into account. 
Although the diagiam appears complicated, it really represents some 
rather simple and obvious factors and the indulgence of the reader is 
requested in the interpretation of the various lines shown. The dotted 
line, BB\ is a balanced budget line representing identical amounts of 
revenues and expenditures, the amounts being indicated by the hori¬ 
zontal distance from O. For instance, at the point a, the expenditures are 
$1 billion and the revenues are $1 billion. At the point h, the expendi¬ 
tures are $2 billion and the revenues are $2 billion. In other words, the 
line BB' represents balanced budgets of various magnitudes. 

Suppose that the government spends $1 billion. It cannot be assumed 
that the initial effect of that is an increase of fully $1 billion in income 
because it may be that the method of expenditure will interfere some¬ 
what with private expenditures of one sort or another and therefore with 
the income that would have been created by the private sector alone. 
However, whether this is true or not is not material to the argument. 
It is assumed that in any case the expenditure of $1 billion by the govern¬ 
ment has a stimulating effect initially of close to the $1 billion. Actually 
the magnitude of the stimulating effect is indicated by the letter c. 

The more money that is spent the greater the likelihood that the 
expenditures will interfere initially with some private expenditures. For 
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instance, if the government makes larger and larger relief payments it is 
likely that the full amount of the relief payments is not reflected in a 
net increase in spending because presumably the individuals would have 
maintained come level of expenditures anyway, perhaps by borrowing 
from relatives. In other words the government relief payments are merely 
substituted for other less direct sources of funds. This is not to imply 
that any large amount of this goes on or that it can or should be pre¬ 
vented. The point is that it is assumed here that the greater the amount 



of expenditures the greater the likelihood of suixstituting for private ex¬ 
penditures. In the extreme form, if the government provides private 
housing free of charge, then presumably private spending would be sub¬ 
stantially curtailed and the government spending may be said to sub¬ 
stitute for private spending. 

At this point we are not evaluating these facts in any economic, 
social, or moral sense. If it is felt that the above assumption is not 
valid, then the line BE would follow the line BB\ It must be emphasized 
again that the fact that the line BE is downward sloping to the right is 
not material to the present argument and is mad» merely as an assump¬ 
tion which probably approximates reality. If the line BE follows the line 
BB' or closely approximates it that would mean that there is no substi- 
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tution of government spending for private spending no matter how much 
government spending takes place. 

The line RT represents the restrictive effect of taxation. If the amount 
of taxation is small, say $1 billion, it is quite conceivable that that 
amount can be taken out of idle balances or savings in such a way as 
to have practically no detrimental effects on the economy. In other words, 
with an amount of revenues of $I billion it may be that the restrictive 
effwt is very small as indicated by the letter d in Fig. 20. The marginal 
amount of money that is withdrawn from the economy is OB but the 
margii ’ restrictive effect is only a small fraction of that, represented by 
the letter d on tJie diagram which, as can be seen, is only a small part 
of the way up to the high level of BB\ 

As more and more billions of dollars are raised through ttixation it 
becorncis more and more difficult to remove those billions from funds 
which would not otherwise have been spent. Therefore if a large amount 
of money is raised, the restrictive effect on the last amount of money 
becomes larger and larger. Finally at the point/ the marginal restrictive 
effect is just as gniat as the marginal amount of revenue. In other words 
the last billion dollars raised through taxes cuts down private spending 
by a full billion. Beyond the point / we have some very drastic conse¬ 
quences because the additional money raised through taxes has an even 
greater restrictive effect than the marginal amounts of taxes raised. Be¬ 
cause of the severity of the taxation people curtail their spending even 
more than by the amount they have to turn over to the government. 
This is not likely in the case of consumption expenditures but it is ex¬ 
tremely likely in the case of investment expenditures after a certain point. 

The expenditures line BE is allowed to fall below the X axis, imply¬ 
ing that after a certain high level of expenditure's Ls achieved any addi¬ 
tional amount of expenditures will actually have a detrimental effect. At 
the point e it is assumed, for instance, that the last billion dollars of 
expenditures result in no net expansive effects. The expenditures had be¬ 
come so large that any spending by the government was merely a sub¬ 
stitute for an equal amount of spending by private consumers or investors. 
This may be true, for instance, if the government actually engages in 
ordinary business activity. If the government built houses for high in¬ 
come groups in competition with private builders in such a way that any 
building done by the government took the place of building that would 
have been done by private builders, then we could say that we have 
reached the point e on the diagram where the government has no expan¬ 
sive effect tlnough its additional expenditures. Beyond the point e the 
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government is drastically discouraging expenditures which might have 
taken place by private consumers or investors. A billion dollars worth of 
additional expenditures at this high level of expenditures might discourage 
even more than a billion dollars worth of private expenditures. 

The expenditure and revenue curves in Fig. 20 arc drawn optimally; 
i.e., it is assumed that the distribution of expenditures and the nature 
of the tax structure are such as to obtain the maximum expansive effect 
per dollar of expenditures and the minimum restrictive effect per dollar 
of tax revenues. These are not necessary assumptions, however. The 
curves can be drawn on the basis of any given expenditure and tax struc¬ 
ture for each respective dollar amount. In that case there would be an 
infinite variety of possible curves from which to choose. 

The curve BE may be called the curve of marginal expansive impact 
of government expenditures. The line BT may be called the curve of mar¬ 
ginal restrictive impact of tax revenues. At the point v the curve of marginal 
expansive impact of government expenditures intersects the curve of mar¬ 
ginal restrictive impact of government expenditures. At the level of total 
expenditures and revenues indicated by the point v the last dollar of ex¬ 
penditures and revenues cancel each other out and they have no net 
expansive or restrictive effect whatever on the economy. Up to the point 
V the marginal expansive impact of expenditures exceeds the marginal 
restrictive impact of tax revenues. Up to this point each additional dollar 
of balanced budget has had some net expansive impact on the economy. 
The first few dollars of balanced budget had a very large expansive im¬ 
pact because the first few dollars of expenditures contributed greatly to 
total expenditures in the economy and the first few dollars of tax reve¬ 
nues came out of money which would not have been spent anyway. But 
as the size of the balanced budget grew until it reached the point v the 
marginal expansive impact of expenditures declined and the marginal re¬ 
strictive impact of tax revenues grew. Thus the maximum net expansive 
impact of the balanced budget is obtained at the point v. 

There is no reason to believe that the point v does not exist in actu¬ 
ality. However, it may exist at a very low level of expenditures and reve¬ 
nues, hence at a small balanced budget. For instance, if the budget of 
the United States were only $5 billion at present levels of income it is 
quite conceivable that the expansive effect on the national income of the 
$5 billion of expenditures would substantially exceed the restrictive effect 
of the $5 billion of revenues. As small an amount as $5 billion could 
probably be obtained from sources which would not materially detract 
from private spending on consumption and investment. If we should find, 
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however, that any increase in the budget would begin to reduce the net 
favorable effect so that an additional million dollars of revenue had had a 
greater restrictive effect than did the additional million dollars of ex¬ 
penditures, we could then say that for the present economy of the United 
States the point r is at a balanced budget of $5 billion. 

At the point v the total expansive impact of the balanced budget is 
represented by the area enclosed by the letters RvB. If the balanced 
budget rises above the level indicated by v —that is, if the total budget 
exceeds OV —then we find that an additional amount of revenue has a 
restrictive effect which exceeds the expansive effect of the same addi¬ 
tional amount of expenditures. If the budget rises high enough above the 
level OF, then the cumulation of net restrictive effects will offset the 
cumulation of net expansive effects which arise with a budget of the size 
OF. Finally at some point tlie budget will grow large enough so that the 
lotal restrictive effect is exactly equal to the total expansive effect. In 
other words, the budget has grown so large that the net expansive im¬ 
pact represented by the area BvB is offset by an area of net restrictive 
impact to the right of the point v. Just where this point of completely 
“neutral” balanced budget comes is not indicated on the diagram but 
let us say that it is some distance to the right of v. This may be called 
the neutral balanced budget. 

The neutral balanced budget is neutral only from the point of view of 
these over-all expansive and restrictive impacts. There may be other 
consequences of the expenditures and revenues which even in a narrow 
economic sense could not be considered neutral, but we are confining our 
attention here to the over-all effects on the economy, in fact on the over¬ 
all dollar effects on the economy. We are merely considering the extent 
to which government expenditures and revenues take the place of, or 
prevent, private consumption and investment expenditures. The neutral 
balanced budget is the balanced budget for which the total restrictive 
effect is exactly equal to the total expansive effect so that there is no 
net restrictive effect or expansive effect of the budget, interpreting these 
effects in the narrow sense indicated above. 

Now of all the infinity of balanced budgets possible along the line 
OX in Fig. 20, only one of these is a neutral balanced budget. Balanced 
budgets of any other magnitude will have either a net restrictive or a 
net expansive effect. Any budget less than the neutral budget will have 
a net expansive effect and the maximum possible expansive effect is at a 
budget OF. Any budget greater than OF but less than the neutral budget 
will also have a net expansive effect but less than that which the budget 
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of the size OV would have. The neutral balanced budget has no net expan¬ 
sive or restrictive impact. Any budget larger than this will have a net 
restrictive impact. 

In evaluating the above analysis it must be emphasized that the par¬ 
ticular shape and position of the curves BE and RT need not be as shown 
in the graph. As was mentioned previously, the line BE may remain at 
the high level of the point b and may dip down only slightly if ever at all. 
As for the line RT no one can seriously question that it does rise and 
some will say that it rises more rapidly than indicated in the diagram. 
That will merely move the point v and will change the point of the 
optimum balanced budget, OV, and also of the neutral balanced budget 
This does not change the qualitative aspects of the analysis in any way. 
Changes in the tax structure or in the nature of expenditures will of 
course change the shape of the lines RT and BE, respectively. 

Thus it is incorrect to assume that a balanced budget is necessarily 
neutral in its effects on the economy. Most balanced budgets, in fact, 
are not neutral. Moreover, if the assumptions implied in the curves used 
in Fig. 20 are at all realistic, then the smaller the balanced budget the 
less the danger that it will have a net restrictive effect and the larger 
the balanced budget the greater the likelihood that it will have a net 
restrictive effect. This means that if government expenditures must be 
large so as to employ a large number of people, then it is likely that a 
balanced budget is impossible if actually there is to be a sufficient net 
increase in employment. A real danger exists that a balanced budget on 
a high level will discourage through taxation as much employment as it 
encourages through expenditures. A small balanced budget does not run 
such risks because the people employed through the government expendi¬ 
tures are not likely to displace private employment in any way; and the 
tax revenues may come from such sources as would not have given em¬ 
ployment in any case. 
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The part to be played by fiscal policy in influencing economic activity 
presents a major question of political economy. Should expenditures be 
confined to the provision of minimum needs or should they be designed 
to influ(!ncc the level of economic activity? Should the tax structure be 
devised so as to pay for expenditures as simply and directly as possible 
or should it attempt to control inflationary forces and the distribution 
of incomes? Should the borrowing and retirement policy be concerned 
merely witli financing the government debt or should it try to govern 
the flow of funds for private investment? These are typical questions 
which must be answered in deciding on the degree to which fiscal policy 
b to be used to influence business fluctuations. 

Closing “Gaps” Through Fiscal Policy 

The use of fiscal policy to close any gap left by private enterprise 
has had strong adherents in recent years. This is sometimes called 
“compensatory” fiscal policy. The implicit aim is to maintain full em¬ 
ployment at stable prices. This requires that the government shall exert 
inflationary or deflationary pressure as conditions warrant. The “gaps” 
to be closed have various possible definitions.^ An interpretation in terms 
of consumer goods and servictis is given here. Although this analysis runs 
in terms of broad aggregates, it should be emphasized that close attention 
must actually be paid to details in setting up the taxing and spending 
programs. Careful advance planning is implied since equitable and eco¬ 
nomically efficient policies cannot be established overnight. Regional 
needs and differences must be taken into account. No indiscriminate 
“absorption” and “release” of funds is contemplated. 


1 For a valuable critique of gap analysis see Lawrence R. Klein, The Keynesian 
Rewlulion, pp. 154-164 (New York: The Macmillan Company, 1947). 
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Closing an Inflationary Gap 

The inflationary gap is the excess of prospective consumer spending 
over the aggregate dollar value of the goods and services which will be 
available for consumption at their current market prices. If that excess is 
not removed, prices of the goods and services will tend to rise, the excess 
of purchasing power acting with increases in costs to promote price rises. 
What brings about tluj inflationary gap in the first place? The excess of 
purchasing power making up the inflationary gap is a result of the re¬ 
lease of consumption funds through government expenditures, not offset 
by an equivalent absorption of consumption funds through taxation and 
borrowing. Once the amount of consumer goods and services becomes 
fixed, any net government release of consumption funds contributes to an 
inflationary rise in prices. The inflationary gap, in fact, arises from the 
net government release of consumption funds. The inflationary gap and 
the net government release of consumption funds are indicators of the 
extent to which it will be difficult to enforce price ceilings and rationing. 
The net government ndease of consumption funds might be considered 
the origin of the inducement to violate the price ceilings and to engage in 
“black market” or “gray market” operations. 

Absorption of Consumption Funds. In order to reduce the in¬ 
flationary gap the government should reduce its net release of consump¬ 
tion funds. This does not mean that the government should finance all 
expenditures through taxation and thus balance the budget. Whether the 
budget is balanced is a minor question as far as the elimination of the in¬ 
flationary gap is concerned. As shown in the preceding chapter, even if 
the budget is balanced, fiscal policy may have an expansive, and under 
conditions approaching full employment, an inflationary, effect. The dis¬ 
cussion of the expansive effects of a balanced budget should direct atten¬ 
tion away from the deficit and toward the true expansive element in 
fiscal policy; namely, the net government release of consumption funds. 
In considering the extent to which fiscal policy contributes to the in¬ 
flationary gap, and the extent to which it can be used to reduce the 
inflationary gap, we would be misled completely if we concentrated 
attention on the size of the deficit. The important thing is to devise a 
taxation and borrowing program which absorbs consumption funds 
(rather than just loanable funds) of an amount equal to the release of 
consumption funds through government expenditures. If, with full em¬ 
ployment, there is a net release of consumption funds by the government, 
there is an inflationary gap and a strong pressure in the direction of price 
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increases. Given the level of expenditures dictated by domestic needs, 
military necessity, and the availability of resources, fiscal policy should 
try to reduce the resulting inflationary gap as much as possible. This 
means that the restrictive instruments of fiscal policy—taxation and 
borrowing—should be so designed as to reduce the gap, i.e. reduce the 
net government reh^ase of consumption funds. In other words, taxation ^ 
and borrowing should absorb consumption funds rather than just loan¬ 
able funds. 

Downward Multiplier Effect. The restrictive and anti-inflationary 
effect of such taxation and borrowing is not confined to the initial absorp¬ 
tion of consumption funds. Just as the release of consumption funds has 
an upward multiplier effect in addition to the initial expansive impact, 
so the absorption of consumption funds has a downward multiplier effect 
in addition to the initial restrictive impact. The money which is diverted 
to the Treasury and is not spent on consumption does not create income 
and is, therefore, not spent on consumption again. Since the level of ex¬ 
penditures and thus the potential inflationary impact is usually given in 
wartime, fiscal policy under such conditions is really concerned more with 
the downward multiplier, which is set in operation through taxation and 
borrowing which can be modified at will, than with the upward multi¬ 
plier, which results from the given expenditures. The problem is one of 
creating as great a downward multiplier as possible through the use of 
taxation and borrowing to offset as far as possible the given upward 
multiplier effect of the expenditures. Since the inflationary gap arises 
from the net government release of consumption funds, the aim of fiscal 
policy under inflationary conditions should be to reduce the net govern¬ 
ment release of consumption funds to zero or below. The conclusion is 
inescapable that a policy of heavy consumption taxes and purchase of 
bonds by consumers generally must be adopted under such conditions. 

Closing a Deflationary Gap 

There frequently arises the problem of maintaining national income 
at a level high enough to provide full employment. If the whole national 
income were respent by private individuals and firms, the income would 
automatically keep itself up. There is a possibility, however, that not all 
income will be respent by private individuals and firms, and that there 
will be a deflationary gap to be filled by fiscal policy. Whether or not 
this gap develops will depend on the magnitude of consumer expendi¬ 
tures and on the opportunities for private investment. The former will 
probably be substantial but some difficulties may arise respecting the 
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latter. Major new industries involving heavy capital equipment may not 
make their appearance. lienee, it is at least possible that the volume of 
private investment will fall short of the amount of income not spent on 
consumption. National income will then necessarily fall unless the govern¬ 
ment makes up the dilTerence through a substantial release of consump¬ 
tion funds. The repayment of public debt incurred during the war will 
have this efl'ect to some extent, and the rest will have? to come out of 
continued government ex'penditures. In short, it is likely that consider¬ 
able government expenditures will have to be undertaken during certain 
periods if national income is to be maintained at a higli level. Docs this 
mean tliat the public debt must rise? 

Maintaining a High National Income with a Balanced Budget. 
Our study of budget balancing points to the possibilit y of obtaining a 
relatively large multiplier effect with a relatively small deficit; or even 
of eliminating the deficit entirely. The fear, however unfounded, of the 
consequences of an ever-growing public debt might discourage govern¬ 
ment expenditures sufficient to maintain national income at a high level. 
But a recognition of the fact that the expansive effect on national income 
might be obtained with a balanced budget or, at least, with a relatively 
small deficit, might make it easier for the government to undertake what¬ 
ever level of expenditures may be necessary. If a deflationary gap de¬ 
velops it is more important to keep up the level of expenditures than it 
is to balance the budget, and if a choice must be made between the two, 
the former policy must be selected. But we do not necessarily have to 
choose between the two. We can have a high level of expenditures and a 
balanced budget, and yet have a substantial expansive impact of fiscal 
policy sufficient to fill the deflationary gap. 

It cannot be emphasized too strongly that a policy of balancing the 
budget when there is a deflationary gap to be filled is appropriate only if 
certain very special conditions are satisfied: (1) national income must be 
high when the policy is adopted; (2) government expenditures must be 
maintained at a high level; and (3) the tax structure must be such as to 
impinge as little as possible on private consumption and investment 
despite the high level of tax^.^ On the first condition, if the national 
income is allowed to fall then a rfc^Jcif-spending program must be adopted 
to raise the level of national income. Any attempt to raise the national 

2 Hence “redistributive” taxation is usually involved. See M. Kalecki, “Three 
Ways to Full Employment,” pp. 39-58, especially pp. 53-57; and E. F. Schumacher, 
^Public Finance—Its Relation to Full Employment,” pp. 85-125, especially pp. 
91-100; in The Economics ojFull Employment (Oxford: Basil Blackwell, 1945). 
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income from a low level by means of a balanced budget might needlessly 
retard recovery since heavy taxation combined with unfavorable expec¬ 
tations might have a considerably unfavorable efftict on private consump¬ 
tion and investment. On the second condition, a balanced budget with a 
level of expenditures insufllcieiit to fill the deflationary gap would only 
result in a decline in income. On the third condition, it should be remem¬ 
bered that fiscal policy must be such as to result in a net release of con¬ 
sumption funds if any expansive effect is to be felt and the gap is to be 
fiUed. 

Revision of Tax Structure. The precise nature of the tax structure 
required to cope with a deflationary gap will depend on the size of the 
gap and on the state of the inducement to consume and invest. Contrary 
to tax policy under inflationary conditions the tax struclure under de¬ 
flationary conditions should interfere as little as possible with private 
consumption and investment. This suggests the raising of income-tax 
exemptions and the reduction of tax rates on lower and lower-middle 
income groups. It is not likely that the deflationary gap will ever be so 
great that what remains of the tax structure after the above modifica¬ 
tions will be unable to produce enough revenue to pay for the expe^ndi- 
tures required to fill the gap. The taxes will absorb mainly loanable funds 
while the expenditures will release mainly consumption funds, so that 
there will be a net release of consumption funds to fill the gap. The ab¬ 
sorption of loanable funds might conceivably interfere with the induce¬ 
ment to invest and thus make the gap greater than it otherwise would lie. 
But, beginning w ith a high level of national income, the government need 
fear less than ever the unfavorable effects which taxation may have on 
investment in producers’ and consumers’ capital goods. Provided the 
government acts soon enough in its expenditure policy, that is, before 
income is given a chance to fall, expectations of both consumers and in¬ 
vestors will be high and taxation will have little tendency to reduce the 
amount of consumption or investment which takes place. If the banking 
system is able, the financing of both consumption and investment will be 
facilitated by instalment financing, the purchase of industrial securities, 
and the extension of short-term loans by the banks. 

In one way or another the deflationary gap must be filled if a fall in 
national income is to I>e prevented. To help fill the gap the government 
must see to it that its release of consumption funds through expenditures 
and repayment of debt is greater than its absorption of consumption 
funds through taxation and borrowing. To prevent any fall in national 
income fiscal policy must aim to make the net government release of con- 
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sumption funds equal to the deflationary gap. This requires government 
spending, but if we begin with a high level of national income it is likely 
that the government can fill the deflationary gap without resorting to 
deficit spending. 

Dangers of a Government Policy Guaranteeing Full 
Employment 

An established government policy of closing any deflationary gap that 
arises essentially means that the government underwrites or guarantees 
full employment. It has been pointed out that a government policy 
guaranteeing full employment opens the economy to the danger of a 
runaway inflation.^ The argument runs somewhat as folloAvs: if the 
government’s policy is to maintain full employment (or a high level of 
employment) and if it is generally known that such is the government 
policy—and it could not fail to be known if the policy is followed for 
any length of time—then all economic groups will throw caution to the 
winds in the demands they make. At present the dangers of inflation and 
depression influence wage and price policies. It is hard to evaluate the 
strength of, shall we say, patriotic motives in influerKung the pressures 
exerted by economically strong groups. There can be no doubt, however, 
that altruistic considerations do play some part in a discussion of such 
pressures and probably do have some effect in influencing them. 

Nationwide Influences on Wage-Price Policies 

Wage demands made by nation-wide bargaining units such as auto¬ 
mobile workers have lately adopted arguments which run in terms of 
the maintenance of purchasing power and a high level of employment. 
The fact that the state of business activity as a whole is to be con¬ 
sidered in wage demands is now recognized. Similarly, in the problem of 
high prices which became acute in the middle of 1947, industry was asked 
to cut prices on the grounds of maintaining business activity and pre¬ 
venting a depression. A few large firms did so. It seems likely, therefore, 
that union and business policies are influenced by national although not 
necessarily altruistic considerations. 

Once the danger of a depression is removed by an announced govern- 

• William Fellner, Monetary Policies and Full Emphymeniy pp. 217-35 (Berkeley, 
University of California Press, 1946) and Alvin H. Hansen, Economic Policy and Full 
Employment, Chapter 20 (New York: McGraw-Hill Book Co., 1947). Cf. Arthur 
Smithies, “Effective Demand and Employment,” Chapter 39 in The New Economics, 
S. E. Harris, ed. (New York: Alfred A. Knopf, 1947), especially p. 563. 
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ment policy of guaranteeing full employment, the dampening effect which 
the danger of the depression now has on union and business policies will 
be removed. It can be expected that unions and businessmen will exploit 
their power fully and raise wages and prices respectively under the 
favorable conditions of demand which will be guaranteed by government 
action. A rise in prices will provoke the demand for higher wages. Busi¬ 
nessmen will be able to grant the higher wages because of the possibility 
of raising prices further since the market will be maintained by govern¬ 
ment action. There is, therefore, a very definite possibility of a persistent 
inflation. 


Cumulative Effect of a Persistent Inflation 

A persistent inflation is not necessarily calamitous if it takes place 
slowly enough. If the price level one hundred years from now is twice as 
high as it is now, there will be no serious consequences if people, knowing 
that it is likely to happen, plan their programs accordingly. Insurance 
and annuity claims would not be wiped out but would merely be supple¬ 
mented by schemes which would take account of the gradually rising 
price level. Suppose, for instance, that wage increases are made only 
every six months and are determined by the price increase which took 
place previously. It is then quite conceivable that the resulting rise in 
prices would not be great provided that we begin the program from a 
relatively stable position. Under other conditions, however, where a rise 
in price to be taken into account in W'^age demands (following the an¬ 
nouncement of the government policy) is a substantial one, then it is 
possible that a runaway inflation will develop in a short period of time. 
The longer the period between adjustments of wages the less the danger 
of a runaway inflation; the greater the increase in prices during the first 
period in which the program begins the greater the danger of a runaway 
inflation. 

Even this result can be avoided if the program is instituted during 
the period when prices are kept stable, possibly through a concentration 
of all government policies and devices. The same would be achieved if 
the policy were such that the initial price increase would not be taken 
into account in initial wage negotiations. In other words, suppose that 
the policy begins under conditions of a high level of employment and it is 
agreed that wages at the moment are not to be adjusted on the basis of 
any past events. In that case it is quite conceivable that further rises in 
prices would not be necessary even if the government guarantees full 
employment. The government could exercise sufficient controls in various 
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directions to maintain stable prices under such initially favorable con¬ 
ditions. Then when the next wage adjustment comes due there would 
be no adjustment to malce. 

Auxiliary Use of Government Controls 

A government policy guaranteeing full employment is fraught with 
the danger of cumulative inflation only if that is the only policy there is. 
If the government is also prepared to exercise its financial powers, in¬ 
cluding taxation, to say nothing of regulatory powers, including control 
of credit, then the government co\ild remove the danger of a runaway 
inflation and could offset any reckless policies of private groups through 
taxation or stricter control. Full employment would still be maintained 
and the private enterprise economy would still exist but the problem of 
maintaining a proper balance would be a difficult one and freedom of 
enterprise would be curtailed. Before a government policy of guarantee¬ 
ing full employment is declared to be dangerous to the point of being 
calamitous, it would have to be shown either that the structure of govern¬ 
ment policies and powers taken as a whole would be inadequate to remove 
the basis of the inflationary pressure, or that freedom of enterprise is 
curtailed to an intolerable degree. These considerations indicate the 
complications involved in a full employment policy and the direction 
which a feasible policy of control would have to take. 

An example may illustrate the points brought out above. Suppose 
that the government announces a policy of maintaining full employment 
and businessmen find it possible to raise prices to sop up the unlimited 
demand created by government spending. The government then an¬ 
nounces a policy of taxing away all or most of the profits above a certain 
level—much like that of the excess profits tax during the w^ar. It may seem 
that the rise in prices would then be greatly discouraged. Traditional tax 
shifting theory, however, would say that the tax (if properly computed) 
would have no effect on prices. It is even possible that the tax would 
stimulate price increases. Drastic control methods including rigidly en¬ 
forced price ceilings would have to be imposed if the full employment 
policy is not to get out of hand. The difficulties and dangers are evident. 
Although the economy would still be based on private enterprise, freedom 
of enterprise would suffer a drastic curtailment. 

There is one aspect of the problem which seems to reduce the prob¬ 
ability of dire consequences of a full employment policy. Those who point 
to the inflationary dangers do so on the theory that unions and business¬ 
men now do take account of the threat of depression. The danger is that 
520 



FISCAL POLICY AND INCOME FLUCTUATIONS 


with the new policy of guaranteeing against depressions they will act 
freely. But if one of the possible consequences of exploiting fully the 
government’s full employment policy is a catastrophic inflation and re¬ 
sulting chaos to both unions and businessmen or the imposition of drastic 
wage and price controls, why do we ignore the possibility that that too 
wfill have a dampening effect on union and business demands? 

For these reasons it does not seem that a policy of guaranteeing full 
employment will necessarily lead to a runaway inflation. It would, how¬ 
ever, probably require a large auxiliary battery of controls. On this score 
it may be rejected, as a feasible policy for an economy grounded in free 
enterprise. 

The Theory of Functional Finance 

The most extreme departure from traditional theory of government 
finance has been made by the school which speaks of “functional finance.” 
This is a theory of government finance which has been advanced by 
Professor A. P. Lerner.^ Strictly speaking, it may be used to pursue any 
degree of fiscal policy from the provision of minimum essential govern¬ 
ment services to the guarantee of full employment. It is generally used, 
however, to carry the “gap” theory of fiscal policy to its logical con¬ 
clusion. Once it is granted that the instruments of government finance, 
such as spending, taxing, borrowing and debt repayment, may be used 
to achieve certain economic effects on the economy, then the question 
reasonably arises. Just where do we stop in using them for this purpose? 
Once we give up the necessity of balancing tlic budget every year, how 
long may we go with an unbalanced budget? Once we agree that we may 
use taxes to reduce purchasing power—as during the war—then why 
should we not always use it for that purpose when it is desirable to do so 
for economic reasons? Once we agree that government spending may be 
used to stimulate purchasing power in order to raise the level of business 
activity—as it was used during the depression of the ’30’s—then should 
we not rely on this device whenever we wish to achieve a stimulation of 
the econonxy? Why not also devote the other instruments of government 
finance to the achievement of economic ends rather than be bound by 
considerations of budget balancing? In fact, borrowing money is never 
really necessary if the desire is to spend money without harmful effects. 
The more convenient method would be to print money outright. This 

* See A. P. Lerner, The Economics of Control, Chapter 24 (New York: The Macmillan 
Company, 1944). This doctrine was presented by Professor Lerner in several earlier 
writings as well. 
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view is not confined to the advocates of “functional finance.” The use of 
currency issues instead of debt when expansion is desired was also advo¬ 
cated by Henry Simons.*^ The theory of functional finance would say, 
print the money and put it into circulation and then withdraw it from 
circulation as the need arises. Matters of reserve, either legal or practical 
(according to traditional standards) are considered irrelevant. 

Application of the Theory 

The theory of functional finance may best be understood by an appli¬ 
cation to hypothetical economic conditions. Suppose that a serious de¬ 
pression occurs and the aim of the government is to raise the level of 
economic activity. If it decides that the best way to do this is to spend 
a lot of money, then the question arises, Where will it obtain the money? 
If it obtains it through taxation it offsets the favorable effects of spend¬ 
ing to some extent. If it obtains it through borrowing from the public or 
even from the banks, it again tends to offset its favorable effects to some 
extent. The theory of functional finance would say that the government 
should merely print the money (or, one may say, borrow from itself or 
from the central bank, presumably without interest). In this way the 
government would be going directly toward its aim of raising the level of 
economic activity and would not have to be concerned with any detri¬ 
mental effects through the method of raising the funds. Any given amount 
of governmental expenditure, therefore, would have the maximum effects 
in the direction desired. The budget would, of course, be hopelessly out 
of balance but that is of absolutely no concern to the proponents of this 
theory. 

Removing Inflationary Pressures. Suppose that the economy 
reaches an inflationary condition such as prevailed during the first half 
of 1947. “Demand was outrunning supply,” to use a trite expression, 
and prices were rising. The talk then was of balancing the budget. The 
theory of functional finance, however, would go much farther than bal¬ 
ancing the budget. It would impose taxes to whatever degree was neces¬ 
sary to remove the inflationary pressures. This might mean a budget 
surplus of $30 billion. The surplus would not be used to repay debt be¬ 
cause there would not be any debt. The budget surplus would mean that 
there was a large net inflow of funds to the Treasury. In this way the 
budget surplus would result in the reduction of the inflationary pressure 

*See, for instance, Henry Simons, Economic Policy for a Free Society^ p. 196 
(Chicago: University of Chicago Press, 1948). 
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but the fact that there is a budget surplus would be incidental. The main 
thing is that there is a net inflow of funds to the Treasury and those 
funds are sterilized or withdrawn completely from circulation. 

Influencing the Capital Market. Borrowing, debt repayment, and 
lending by the government would be used solely to influence the interest 
rate. If the government wislied to reduce the interest rate, thereby hoping 
to stimulate investment, it would lend money freely at low interest rates, 
thereby forcing the general interest rate structure down. If conditions 
were such that tJic Treasury wished to raise interest rates, hoping thereby 
to curtail investment activity, the Treasury would go into the open 
market and borrow from all comers but especially from those whose 
expenditures would be directly influenced by the government’s policy of 
spending and taxing. In this way government finance would be used to 
influence investment activity. 

It may be that as a result of these policies the governmental ac¬ 
countant will discover that over a long period there is a persistent 
government deficit or that there is a persistent budget surplus. By pure 
accid(uit over a longer period the budget may become balanced. That 
would be interesting to traditional students of government finance but 
it w^ould be of no interest whatever to the functional finaiKie theorist. 

Problems Involved in the Application of the Theory 

The problems involved in the application of this theory arc the prob¬ 
lems involved in any overt policy of full employment by the government. 
If it is known by all concerned that the government will always fill the 
gap and will not be bound by traditional considerations regarding budget 
balancing, then the problem of persistent inflationary pr(‘ssure by domi¬ 
nant groups exists. A situation of this sort involves a great many prob¬ 
lems and dangers wdiicli are discussed earlier in this chapter. But if the 
announced aim of government policy is to maintain full employment 
and to fill the gap wliorever necessary, and if the dangers of a runaw^ay 
inflation resulting from such a policy do not actually exist, then it can¬ 
not be denied that the method of functional finance will fulfill that aim. 
The danger might then lie in so drastic an unfavorable effect on business 
confidence that business activity would be virtually at a standstill. 
Businessmen may consider functional finance as inevitably leading to 
chaos. This would mean that before the introduction of a policy of func¬ 
tional finance a wide educational campaign would have to be undertaken. 
But if such a campaign is not carried on or is not effective, then there is a 
serious danger that businessmen and consumers who consider government 
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finance in the same light as private budgeting practice will bring about a 
decUne in business activity. 

Enlargement of the Cap. The consequence of a wholehearted policy 
rof functional finance may be that the government in filling the gap fills 
^everything, there being nothing but the gap. The government might then 
have to maintain almost the whole of business activity by itself. It would 
have to underwrite private activity. All would work for the government 
indirectly through their business connections. Then, once they got on to 
the idea, they would realize that they could exert pressure for higher in¬ 
comes in future and in any and all cases the government would agree to 
close the gap. There is, therefore, the danger that the government not 
only would be filling the gap but also w^ould be trying to fill a bottomless 
void: in trying to fill the gap the government might be enlarging the gap. 
This again confronts us with the danger of a runaway inflation. These 
extremes and most undesirable consequences are not necessary con¬ 
comitants of a policy of functional finance. They are likely, however, 
if the policy is carried to the extreme of closing a deflationary gap 
completely. 

The functional finance school does not want government domination 
of the private sector of the economy—at any rate that has not been part 
of the theory. We must assume that the theory of functional finance is 
designed to sustain the economy in roughly its present form. The govern¬ 
ment would merely fill a gap and the major volume of business activity 
would normally be carried on by the private sector of the economy. If 
that is the case, the theory of functional finance requires additional study 
to determine the limited conditions under which it will operate ejDTectively 
and those conditions under which the dangers specified above will be¬ 
come real. 

Traditional View of Government Finance vs. Functional 

Finance 

The theory of functional finance may also be evaluated in traditional 
terms which would assume that budget balancing is an end in itself. That 
type of evaluation is not attempted here. Most of the mistakes made in 
fiscal policy are based on an uncritical transfer of private financial atti¬ 
tudes to government finance. The mere fact that a particular type of 
financial policy is desirable in private life does not, in itself, mean that 
the same type of policy should be practiced by the government. Balanced 
budgets may be desirable for the government, but, if so, it is not because 
balanced budgets are desirable for individuals. There are a great many 
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arguments which could be presented in favor of a balanced budget, if not 
from year to year at least cyclically, and these arguments would be in 
contradiction to some of the doctrines of the functional finance school. 
But the desirability of balanced budgets must be determined on such 
grounds and not by an unthinking and uncritical carry-over of private 
attitudes. 


Dangers of a Government Policy of No Policy 

At the opposite extreme to a government policy guaranteeing full 
employment there is the policy of letting any business cycle run its 
natural course without governmental interference. This policy is some¬ 
times rationalized by the claim that a good healthy depression will speed 
recovery and nuike for a sustained prosperity. This analysis is question¬ 
able on economic grounds. It is doubtful whether costs and prices are 
any more “in line” in a depression than in an artificially sustained boom. 
Moreover, there is alw^ays the danger that a recession may develop into a 
depression and a depression into economic paralysis. The policy of no 
policy is much too risky on economic grounds. 

Social and Political Consequences of Depressions 

There are important political and social dangers as well. Depressed 
economic conditions accentuate every tension, latent or overt, which 
exists in our society. Class conflict, particularly the struggle between 
employer and worker over the distribution of the joint product, becomes 
acute. With dwindling profits, every additional dollar given to labor 
seems virtually to be snatched from the pocket of the capitalist. Any 
dollar w^hich inadvertently appears as a profit is claimed as the rightful 
property of the worker whose weekly pay envelope has become lighter 
as a result of lower wages and shorter hours. When losses appear the con¬ 
flict reaches a climax. For losses mean impairment of capital. The defense 
of capital values readily becomes associated with the defense of capitalism 
itself. On the labor side dwindling union membership and disappearing 
financial reserves make each wage stand, whether defensive or offensive, 
a struggle for union survival. The fight becomes bitter and ruthless. The 
outcome leaves open wounds. The path to business revival is made tortu¬ 
ous and uncertain. 

Under prosperous conditions the rift between capital and labor may 
sometimes appear quite as wide. Rich and powerful unions are set off 
against rich and powerful employers. But there is a fundamental differ¬ 
ence. The luscious pie to be divided up, the potential sales of the potential 
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product, beckons and reconciles. If taxes are high, the employer can feel 
that part of the cost of acceding to the wage demands is met by the 
government. If the existence of the union itself is not at stake, the 
prospect of continued depletion of funds is not imminent. Accusations 
and counter-accusations are made. Both sides put up a good front. Per¬ 
haps a few heads are knocked in but somehow a “face-saving formula” 
is found. The strike is settled, the creation and allocation of the pie pro¬ 
ceeds. It is not in prosperity but in depression that real class conflict 
occurs. 

Conflict wiihin each class also becomes patent when unemployment is 
widespread. Jurisdictional disputes become a matter of the daily bread, 
the baby’s shoes, the unpaid rent. The big chain and the corner grocery 
store declare a stalemate of the game of low^ prices vs. personalized service 
and they resolve the issue in the legislature. The electrician and the 
carpenter fight, now to a finish, over who should build the new built-in 
kitchen gadget. Competition becomes keener at every level. 

Racial antipathies become race hatred and take on an economic cloak. 
When business was good, jobs plentiful, and labor scarce, every person 
seemed to be helping the co-worker or the employer. The new' worker 
relieved the strain on the old, helped meet the production schedule, gave 
more than he received. Only the one who looked to a forthcoming period 
of depression objected when the color line was broken or religious “policy” 
w'as forgotten. As soon as depression hits, however, each man regards 
every other as one wdio has taken away his job or may do so in the near 
future. Then excuses are found to restrict (competition and limit the 
available labor supply. Racial and religious differences whicch previously 
seemed to bear no relation to cooperativeness, congeniality, and produc¬ 
tivity now suddenly acquire sinister characteristics which in one way or 
another make a person ineligible for a job. 

Government, at least until the relief payments begin, becomes the 
ogre grinding the faces of the poor. The home is lost because of unpaid 
taxes. The automobile license fee makes a noticeable dent in the vacation 
savings. The tobacco tax cuts sharply into the family’s cigarette budget. 
It seems like government of the people, by the people, and against the 
people. 

International rivalry also develops a cut-throat streak. In an effort 
to protect domestic producers by restricting imports and maintaining 
exports, tariffs are raised, currency is devalued, and if the game really 
becomes sporting, exchange control and innumerable restrictive devices 
are imposed. The story of intranational racial and religious conflict is 
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repeated on a world-wide scale. Imports which helped maintain our 
standard of living by providing cheap and useful goods now seem to 
threaten our job and our liveliliood. The air suddenly becomes stifling 
and the demand is made for more living space. The next step is war. 
A policy of no policy is the most dangerous of all. 

Conclusion: Maximum vs. Minimum Fiscal Policy 

An evaluation of the vast congeries of complicated issues involved in 
determining an appropriate fiscal policy suggests that the government 
avoid the two extremes of either guaranteeing full employment or allow¬ 
ing depressions to run their natural course. Some fluctuations in employ¬ 
ment may be permitted, but any substantial decline should be forestalled. 
Can this be accomplished? 

That the task is difficult goes without saying. It would be easier to 
follow either a maximum fiscal policy (guaranteeing full employment) 
or a minimum fiscal policy (no policy). The government must stand 
ready to step in with useful expenditures whenever a serious dip in em¬ 
ployment threatens, but it should avoid the dangers involved in either 
the maximum or the minimum policy. The exact nature of the spending 
program will have to be determined in each case. No general rules can 
be established to substitute for mature judgment w^ell-grounded in a 
knowledge and understanding of fiscal and economic forces. 
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